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A acquires and services nultiyear install nent
contracts as its sol e business operations. A acquires
each contract at 65 percent of its face value and is
entitled to all principal and interest paynments. A's
enpl oyees performvarious credit review services in
order to decide whether to acquire each contract
offered to A and, as to the contracts which A chooses
to acquire, perform additional services in paying the
sellers. R determned that all of A's salaries,
benefits, and overhead (printing, telephone, conputer,
rent, and utilities) relating to its acquisition (and
not to its service) operation were capital
expenditures. R also determned that A had to
capitalize professional fees and comm ssi ons

! Cases of the followi ng petitioners are consoli dated
herewith: Edward C. and Virginia M Bl asius, docket No. 11855-
99; Janmes E. and Mary Jo Bl asius, docket No. 11863-99.
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(collectively, offering expenditures) relating to its
offering of notes in 1993 and a second offering that
was planned in 1993 and abandoned in 1994.

Hel d: The salaries and benefits are capital
expenditures; A s paynent of these itens was directly
related to its anticipated acquisitions of assets with

expected useful |ives exceeding 1 year.
Hel d, further, The overhead expenses may be
deducted currently under sec. 162(a), I.RC.; A's

paynment of these itenms was not directly related to the
anticipated acquisitions, and any future benefit that A
recei ved fromthese expenses was incidental to its
paynment of them

Hel d, further, sec. 165(a), I.RC, allows Ato
deduct the portion of the capitalized salaries and
benefits that was attributable to installnment contracts
which it never acquired; A may deduct those anmounts for
the respective years in which it ascertained that it
woul d not acquire the related contracts.

Hel d, further, A nust capitalize all of the
of fering expenditures; A s paynent of these
expenditures was anticipated to provide Awth
significant future benefits.

Hel d, further, sec. 165(a), I.R C, allows Ato
deduct in 1994 the portion of the capitalized offering
expenditures that was attri butable to the abandoned
of fering.

Oksana O Xenos, for petitioners.”

Eric R Skinner, for respondent.

LARO, Judge: Petitioners petitioned the Court to
redetermne deficiencies attributable primarily to adjustnents

whi ch respondent nade to their incone froma subchapter S

*

Briefs of amci curiae were filed by Robert A Rudnick, B.
John Wllianms, Jr., Janmes F. Warren, and Richard J. Gagnon, Jr.,
as counsel for Federal Hone Loan Mortgage Corporation (FHLMO),
and by Felix B. Laughlin and Anna-Liza Harris as counsel for
Federal National Mortgage Association (FNWVA).
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corporation, Autonotive Credit Corporation (ACC). Respondent
determ ned a $1, 202 deficiency in the 1993 Federal inconme tax of
David J. and Mary K. Lychuk. Respondent deterni ned $2, 149 and
$11, 461 deficiencies in the 1993 and 1994 Federal incone taxes,
respectively, of Edward C. and Virginia M Bl asius. Respondent
determ ned $23,683 and $89, 609 deficiencies in the 1993 and 1994
Federal incone taxes, respectively, of James E. and Mary Jo
Bl asius.? Both Blasius couples alleged in their respective
petitions that they had an overpaynent for 1994 on account of
costs which ACC failed to deduct for that year

Fol | owi ng concessi ons, we nust deci de whet her ACC nust
capitalize certain expenditures made during 1993 and 1994. The
expenditures were generally ACC s paynent of (1) salaries,
benefits, and overhead (printing, tel ephone, conputer, rent, and
utilities) relating to its acquisition of retail install nment
contracts (installnment contracts) in the ordinary course of its
busi ness (installnment contracts expenditures) and (2)
prof essional fees and comm ssions relating to a private placenent
offering of notes that ACC acconplished in 1993 and a second
of fering that ACC planned in 1993 and abandoned in 1994
(collectively, PPM expenditures). W hold that ACC nust
capitalize both groups of expenditures to the extent described

herein. W nust al so deci de whet her ACC may deduct the portion

2 Janmes Blasius is Edward Bl asi us’ son.
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of the capitalized installnment contracts expenditures relating to
install ment contracts which it never acquired. W hold it may
deduct that portion under section 165(a).® W nust al so decide
whet her ACC may deduct the portion of the PPM expenditures
relating to the abandoned offering. W hold it may deduct that
portion for 1994 under section 165(a).

FI NDI NGS OF FACT

The parties have stipulated many of the facts. W
i ncorporate herein the parties’ stipulation of facts and the
exhibits submtted therewith. W find the stipulated facts
accordingly. Each petitioning couple is a husband and w fe who
resided in Mchigan when their petition was filed. Each
petitioning couple filed a joint Federal incone tax return for
the rel evant years.

ACC is a cash nethod taxpayer that was incorporated in 1992
and el ected shortly thereafter to be taxed as an S corporation
for Federal income tax purposes. It was forned to provide
alternate financing for purchasers of used autonobiles or |ight
trucks (collectively, autonobiles) who have nmarginal credit. |Its
sol e business operation is (1) the acquisition of install nent
contracts from autonobil e deal ers (deal ers) who have sold

aut onobiles to high credit risk individuals and (2) the servicing

8 Unl ess otherw se indicated, section references are to the
| nternal Revenue Code applicable to the relevant years. Rule
references are to the Tax Court Rules of Practice and Procedure.
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of those contracts. |Its primary business activities are credit
i nvestigation, credit evaluation, docunentation, and the
nmonitoring of collections on installnent contracts. |Its business
is conducted out of space that it rents in Bi ngham Far ns,
M chi gan, pursuant to a 5-year |ease that began on Qctober 22,
1992. Under the | ease, ACC pays nonthly rent of $3,137.50 during
the first 24 nonths and $3, 250 afterwards.

ACC s sharehol ders and their respective ownership interests

are as foll ows:

1993 1994
Janes and Mary Jo Bl asi us 77% 86%
Edward and Virginia Bl asius 13 14
Donal d Terns 5 0
Davi d Lychuk 5 0

None of the sharehol ders, except Janmes Bl asius, works in ACC s
daily business. The other mal e sharehol ders serve as the
directors of ACC s board.

ACC s key managenent personnel includes its president, Janes
Blasius, its vice president and chief financial officer, Steven
Bal an, its credit nanager, Cass Budzynowski, and its credit
i nvestigator, Hope McCGee. During the relevant years, each of
t hese individuals performed services in connection with ACC s
acquisition of installnment contracts. Janes Bl asius nmanaged
ACC s overall operation and handl ed personally all contracts with
deal ers. Steven Bal an supervised and oversaw ACC s day-to-day

managenent and its financial and general office managenent. Cass
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Budzynowski anal yzed credit applications and supervised credit
i nvestigations. Hope McGee analyzed credit reports and verified
all information provided by credit applicants, e.g., by directly
contacting enpl oyers, banks, and creditors.

ACC pays each of its key managenent personnel a base sal ary.
Each of these individuals is also entitled to receive an annual
bonus at the sole discretion of ACC's board of directors. The
bonuses are paid froma “bonus pool” established by ACC and in
whi ch ACC pl aces funds in an anount up to 16.25 percent of its
pretax net profits. Except in the case of Janes Bl asius, no
restrictions exist as to the anmount of conpensation that ACC may
pay to its officers or key enpl oyees. Janes Bl asius’ bonus is
limted to 55 percent of the pool.

Under the terns of each installnent contract, an individual
buys an autonobile froma dealer at a set price to be paid (with
interest) in nmonthly installnments. The average rate of interest
charged to the buyers is approximtely 22 percent. The |ength of
repaynment ranges from 12 to 36 nonths.

ACC and the deal ers have an independent agreenent under
whi ch the dealers sell sonme of the installnent contracts (and the
right to the correspondi ng paynents of principal and interest) to
ACC at a price equal to 65 percent of each contract’s principal
anount (i.e., at a 35-percent discount). As of April 30, 1993,

ACC acquired the install nent contracts from 13 dealers, 3 of



- 7 -
whi ch sold to ACC 69.4 percent of the installment contracts which
ACC acquired. ACC is not obligated to acquire all of the
install ment contracts offered to it by the deal ers but generally
nmust decide on whether it will acquire a particular installnent
contract before the related autonobile sale is finalized. ACC
rests its decision as to the acquisition of an install nent
contract on its analysis of the buyer’s credit worthiness. That
anal ysis generally includes ACC s review of the buyer’s credit
application, ACC s obtaining of one or nore credit reports on the
buyer, ACC s verifying of the buyer’s job status, salary, and
resi dence, and ACC s eval uation of various aspects of the buyer’s
credit history such as paynent history and financial stability.
| f ACC acquires an installnent contract, the dealer generally
assigns its rights under that contract to ACC as part of the
aut onobi |l e sal e, and ACC pays the deal er the 65-percent anount
upon ACC s receipt of all of the docunents relating to the
install ment contract. The autonobile buyer pays ACC all anobunts
due under the installnent contract, and the autonobile buyer
collateralizes his or her obligation to nmake those paynents with
t he purchased autonpbile.* ACC may repossess and sell the
autonobile if the buyer defaults on the installnent contract.
ACC s acquisition of installnment contracts generally

foll owed an established procedure. First, ACC would cont act

4 ACC services all of the installment contracts it acquires.
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deal ers and advise themthat it was in the business of acquiring
install ment contracts on an ongoing basis. Second, ACC would
enter into the independent agreenent wth each deal er that
decided to sell its installnment contracts to ACC, and the deal er
woul d provide ACCwith its sellers license. Third, the dealer,
when faced with a prospective autonobile buyer who did not
qualify for traditional financing, would alert the buyer to ACC s
financi ng business. Fourth, a buyer who wanted to finance the
purchase with ACC woul d conplete a detailed credit application
that the dealer would transmt to ACC by facsimle. Fifth, ACC
woul d record the application inits daily log and performits
credit review process. Sixth, to the extent that ACC deci ded
favorably on a credit application, and the buyer accepted ACC s
financi ng arrangenent,® ACC woul d i ssue the deal er a check for
t he 65-percent anmount on the next Friday, or, if ACC had not yet
recei ved the requisite docunentation fromthe deal er, on the
first Friday after it received that docunentation. One piece of
docunentation required by ACC was the fully executed install nent
contract that was printed on a formthat bore ACC s nane, | ogo,
address, and tel ephone nunber. Upon receipt of this contract,
ACC assigned the applicant an account nunber and entered al

applicable information into its conputerized collection system

5 ACC s approval of an application did not always result in
its acquisition of the related installnment contract. An
appl i cant sonetines decided for one reason or another not to
accept ACC s financing arrangenent.
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ACC s credit review process generally included six steps,
all of which ACC could performwithin 3 to 4 hours. First, ACC
woul d access electronically credit bureau reports on the
applicant and assign points to certain itenms shown on the
reports. Second, ACC woul d neasure the total points either
agai nst preestablished | evels for approval or denial or against
an arbitrary level of approval or denial that was ascertai ned
intuitively. Third, ACC would anal yze t hrough debt-to-inconme and
| oan-to-value ratios an applicant’s ability to pay the debt,
taking into account his or her disposable incone and i nconme per
dependent. ACC would sonetinmes performin connection with this
step a budgetary analysis to suggest changes to the | oan terns
(e.g., by decreasing the nonthly paynent over a |longer tine
frame) so as to neet preestablished target ratios. Fourth, ACC
woul d conditionally approve or deny an applicant on the basis of
all of the information that it had as of yet accumulated. Fifth,
as to applications that received a conditional approval, ACC
woul d perform an additional review as to the applicant by
verifying (mainly by tel ephone) his or her enploynent, residency,
and personal references, and by interview ng the applicant by
tel ephone. Sixth, as to the applicants who passed this
addi tional level of review, ACC would communi cate to the deal er
ACC s approval of the applicant. 1In sone instances, ACC would
informthe dealer that it was unwilling to finance the purchase

under the terns offered to it but would finance a | esser anpunt



- 10 -

of principal and/or would finance the purchase over a shorter
repaynment term

In 1993 and 1994, ACC paid installnment contracts
expenditures totaling $267,832 and $339, 211, respectively. These
expendi tures, which were attributable to ACC s obtai ni ng of
credit reports and screening of credit histories, rel ated
primarily to the portion of ACC s payroll and overhead expenses
that was attributable to its credit analysis activities.® None
of these expenditures included any postacquisition or servicing
expenses. ACC ascertained the anount of these expenditures at
the request of its independent auditors. The parties agree that
t hese expenditures are “related” to ACC s credit anal ysis
activities and that the breakdown of specific expenditures is as
set forth below. The parties dispute whether any or all of the
expenditures is “directly related” to ACC s credit analysis
activities, as contended by respondent, or is “indirectly

related” to those activities, as contended by petitioners.

6 W use the term“credit analysis activities” to refer to
ACC s credit review services and its funding services (i.e.,
ACC s issuance of the checks to dealers in consideration for the
install ment contracts).
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Br eakdown of Specific Expenditures?

Amount
I'n
| ssue
$39, 119
74,143
48, 816
21, 469
19, 396
10, 085
213,028

I'n

| ssue
$42, 342
75,071
59, 054
17, 500
26,179
31, 410
17, 495
1, 316

2,843
273,210

6, 497
9, 080
24,623
22,725
3,076
66, 001

1993
Sal ary Percent age of Total Expenses
And Benefits Related to ACC's Credit
Enpl oyee Wages FI CA MESC/ FUTA BC/ BS Total Expense Anal ysis Activities
St eve Bal an $69, 359 $4, 504 $313 $4, 062 $78, 238 50
Janes Bl asi us 89,769 4,713 313 4,062 98, 857 75
Cass Budzynowski 43,500 3,213 313 1, 790 48, 816 100
Hope McGee 16,248 1,216 313 3,692 21, 469 100
Kel l'y 16,100 1,193 313 1, 790 19, 396 100
St acey 10, 280 767 313 2,086 13, 446 75
245, 256 15,606 1,878 17,482 280, 222
Overhead ltens
Printing 9, 412 75
Tel ephone 12, 454 75
Conput er 19, 598 95
Rent 34,413 50
Uilities 5,162 50
81, 039
361, 261
1994
Sal arvy,
Wages, and Percent age of Total Expenses Ampunt
Esti mat ed Benefits Related to ACC's Credit
Enpl oyee Bonus FI CA MESC/ FUTA BC/ BS Total Expense Anal ysis Activities
St eve Bal an $95, 820 $4, 886 $218 $4,932 $105, 856 40
Janes Bl asi us 139,216 5,776 218 4,932 150, 142 50
Cass Budzynowski 52,846 3,813 218 2,177 59, 054 100
Hope McGee 11, 508 842 218 4,932 17, 500 100
Kel l'y 22,200 1,584 218 2,177 26,179 100
Sue 24,500 1,760 218 4,932 31, 410 100
Kat hy 16,921 1, 256 218 4,932 23,327 75
St acey 1, 218 93 32 411 1, 754 75
Kirsten 2,438 167 57 181 2,843 100
366,667 20,177 1,615 29, 606 418, 065
Overhead ltens
Printing 8,663 75
Tel ephone 15, 133 60
Conput er 25,919 95
Rent 37, 875 60
Uilities 5,126 60
92,716
510, 781

! The record does not
the listed enpl oyees.
job titles of the enployees |listed without a surnanme or
describe their daily duties.

i ndi cate the surnane of each of

Nor does the record

2 The parties agree than this colum equals $267, 832.
it equals $267,834. Beca
unexpl ai ned difference is immterial to our analysis,

Actual ly,

we use the parties’

use the $2

figure of $267, 832.

ACC deducted the install nent contracts expenditures of

$267,832 on its 1993 Federal

339, 211

i ndi cate the

incone tax return, and it deducted
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$288, 911 of the $339,211 in installnment contracts expenditures on
its 1994 Federal inconme tax return. ACC now clains that it was
entitled to deduct for 1994 the renai ning $50, 300 of install nent
contracts expenditures ($339,211 - $288,911). As to the
respective years, ACC deducted officers’ conpensation of $158, 099
and $217,036 and sal ari es/wages of $126, 464 and $194, 306. The
portion of the officers’ conpensation, salaries/wages, and
over head which was deducted but not in issue is attributable to
ACC s servicing of the installnment contracts.

For financial accounting purposes, ACC separately listed the
install ment contracts as assets on its 1993 and 1994 bal ance
sheets. In addition, ACCinitially deducted the install nent
contracts expenditures of $267,832 for 1993 but anended t hat
year’s financial statenents to anortize the expenditures over the
expected life of the related installnent contracts. ACC s
i ndependent auditors required the anmendnent and rel ated
anortization in order to conply with Statenment of Financi al
Accounting Standards No. 91 (SFAS 91), Accounting for
Nonr ef undabl e Fees and Costs Associated with Originating or

Acquiring Loans and Initial Direct Costs of Leases.’ ACC

" The record does not indicate why ACC s auditors believed

t hat the anendnment was required under SFAS 91. \Whereas SFAS 91
provides explicitly for the deferral of “direct |oan origination

costs”, it does not provide simlarly as to the direct costs of
acquiring loans. SFAS 91 provides as to the acquisition of |oans
that “15. The initial investnent in a purchased | oan or group of

| oans shall include the anbunt paid to the seller plus any fees
(continued. . .)



- 13 -

anortized the installnent contracts expenditures of $339, 211 over
the expected lives of the related installnent contracts for 1994.

ACC performed its credit review services as to approxi mately
1,824 credit applications in 1993 and approxi mately 2,158 credit
applications in 1994. As to those applications, ACC acquired 693
install ment contracts in 1993 and 820 installnment contracts in
1994; in other words, ACC acquired in each year approximtely 38
percent of the installnent contracts which were offered to it.
The original ternms of the 1993 installment contracts averaged
23.89 nmonths, and their actual duration averaged 17.5 nonths.
The original ternms of the 1994 installnment contracts averaged 29
nmont hs, and their actual duration averaged 19.5 nonths. O the
693 install ment contracts acquired in 1993, 182 had an act ual
duration of 12 nonths or less. O the 820 installnment contracts
acquired in 1994, 217 had an actual duration of 12 nonths or
| ess.

ACC i ssued a private placenent nmenorandum (PPM) on April 30,

1993, offering up to $2.4 mllion of its subordinated asset

(...continued)
paid or less any fees received. * * * Al other costs incurred
in connection with acquiring purchased | oans or commtting to
purchase | oans shall be charged to expense as incurred.” W note
i n passing, however, that rules such as SFAS 91 which are
conmpul sory for financial accounting purposes do not control the
proper characterization of an item for Federal incone tax
pur poses. See Thor Power Tool Co. v. Conm ssioner, 439 U S. 522,
542-543 (1979); see also Od Colony R R Co. v. Comm ssioner, 284
U S. 552, 562 (1932).
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backed notes (Notes). ACC intended through the offering to raise
funds for its current operation, including the acquisition of
install ment contracts which would be (and were) pledged to secure
ACC s obligations under the Notes. The Notes matured in 36
mont hs but coul d be redeened by the notehol ders at 12 or 24
nmonths. The Notes bore interest at 12 percent during the first
year, 13 percent during the second year, and 14 percent during
the final year. The Notes were purchased by approxi mately 50
investors, and approximately five of these investors redeened
their Notes before maturity.

East - West Capital Corporation (East-Wst) sold the Notes on
ACC s behal f and was paid a conm ssion equal to 4 percent of the
princi pal amount of the Notes sold, plus 1 percent of the
princi pal outstanding at 12 nonths, plus 1 percent of the
princi pal outstanding at 24 nonths. Included in East-West’s
comm ssion was a 1 percent due diligence fee.

ACC deducted $29, 647, $38, 239, and $33, 783 of offering
expenses, conm ssions, and professional fees, respectively, for
1993. ACC deducted $36, 251, $74,361, and $110, 432 of offering
expenses, conm ssions, and professional fees, respectively, for
1994. The deductions for 1993 and 1994 included costs
attributable to a second private placenent offering that was

pl anned in 1993 and abandoned in 1994.
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Respondent audited ACC s 1993 and 1994 taxable years. As to
1993, respondent disallowed $198,626 of installnment contracts
expendi tures deducted by ACC, determ ning that these expenses
were capital expenditures relating to assets having a life
exceedi ng one year.® Respondent al so disallowed $55, 027 and
$66, 652 of PPM expenditures deducted by ACC for 1993 and 1994,
respectively, determning that these expenditures were capital
expendi tures which had to be anortized over the terns of the
Not es. The $55, 027 included | egal fees of $7,274 and a
regi stration fee of $1,250 paid in 1993 for the private placenent
of fering that ACC abandoned in 1994. The $66, 652 i ncl uded | egal
fees of $21,792 paid in 1994 for the private placenent offering
t hat ACC abandoned in 1994. The remaining adjustnents as to the
PPM expendi tures consisted of |egal fees and comm ssions paid in
connection with the PPM

OPI NI ON

We nust deci de whet her ACC may expense any of the disputed
costs or nust capitalize themas expenditures to be deducted in
| ater years. Incone tax deductions are a matter of |egislative
grace, and petitioners bear the burden of proving ACC s

entitlenment to the clained deductions. See Rule 142(a); |1 NDOPCO

Inc. v. Conm ssioner, 503 U S. 79, 84 (1992); Interstate Transit

8 Respondent made no adjustnment to ACC s deduction of
install ment contracts expenditures for 1994.
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Lines v. Comm ssioner, 319 U S 590, 593 (1943). For Federal

i ncone tax purposes, the principal difference between classifying
a paynent as a deducti bl e expense or a capital expenditure
concerns the timng of the taxpayer’s recovery of the cost. As

t he Suprene Court has observed:

The primary effect of characterizing a paynent as

ei ther a business expense or a capital expenditure
concerns the timng of the taxpayer’s cost recovery:
Wi | e busi ness expenses are currently deductible, a
capital expenditure usually is anortized and

depreci ated over the life of the relevant asset, or,
where no specific asset or useful life can be
ascertained, is deducted upon dissolution of the
enterprise. * * * Through provisions such as these,
t he Code endeavors to match expenses with the revenues
of the taxable period to which they are properly
attributable, thereby resulting in a nore accurate
cal cul ation of net incone for tax purposes. * * *

[ INDOPCO, Inc. v. Conmi ssioner, supra at 83-84.]

Qur inquiry begins with the installnment contracts
expenditures. Respondent determ ned and mai ntains that ACC nust
capitalize these expenditures to the extent stated herein.
Respondent argues prinmarily that these expenditures are capital
expendi tures because they were related to ACC s acqui sition of
separate and distinct assets; i.e., the installnent contracts.
Respondent argues secondly that ACC s paynent of the install nent
contracts expenditures provided it wth significant future
benefits in that it was able to acquire the installnent contracts
whi ch produced inconme for it in later years. Petitioners
mai ntain that the installnent contracts expenditures are

currently deductible. Petitioners agree that the expenditures
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are related to the acquisition of the installnment contracts but
argue primarily that the expenditures are deductible as routine,
recurring business expenses arising primarily froman enpl oynent
relationship rather than froma capital transaction. Petitioners
argue secondly that the installnent contracts expenditures are
deducti bl e because they are not described in either section
263(a) or the related regul ations.

We agree with respondent in part and with petitioners in
part. W agree with respondent that ACC nust capitalize the
install ment contracts expenditures to the extent of the salaries
and benefits.® W conclude that ACC s paynent of the salaries
and benefits was directly related to its acquisition of the

install ment contracts. W agree with petitioners that ACC may

W allow ACC to deduct under sec. 165(a) the portion of
t hose expenditures that was attributable to the install nent
contracts which it never acquired. ACC may deduct those anounts
for the respective years in which it ascertained that it would
not acquire the related contracts. See Ellis Banking Corp. V.
Comm ssi oner, 688 F.2d 1376, 1382 (11th Cr. 1982), affg. in part
and remanding in part T.C Meno. 1981-123. See generally PNC
Bancorp, Inc. v. Comm ssioner, 110 T.C 349, 359, 362 (1998)
(Comm ssi oner all owed banks to deduct |oan origination costs
expended in connection with | oans which were not successfully
approved), revd. on other grounds 212 F.3d 822 (3d G r. 2000).
Respondent argues that petitioners have failed to prove the
portion of the expenditures attributable to the install nent
contracts which it never acquired. W disagree. W have found
as a fact that ACC did not acquire approximately 62 percent of
the installnment contracts which were offered to it in each of the
subj ect years. W hold that ACC may deduct for 1993 and 1994 62
percent of the installnment contracts expenditures attributable to
install ment contracts which in those years it decided not to
acquire. See Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d
Cr. 1930).
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currently deduct the installnment contracts expenditures to the
extent of the overhead expenses. W conclude that ACC s paynent
of the overhead expenses was not directly related to the
anticipated acquisition of any of the installnent contracts. W
al so conclude that any future benefit that ACC received fromthe
over head expenses was incidental to its paynent of them As
di scussed in detail below, we believe that the Suprene Court’s
mandate as to capitalization requires that an expenditure be
capitalized when it: (1) Creates or enhances a separate and

di stinct asset, see Conm ssioner v. Lincoln Sav. & Loan

Associ ation, 403 U. S. 345, 354 (1971), (2) produces a significant

future benefit, see INDOPCO, Inc. v. Conmni ssioner, supra at 87-

89, or (3) is incurred “in connection with” the acquisition of a

capital asset, ! Conm ssioner v. ldaho Power Co., 418 U.S. 1, 13

(1974); see Wodward v. Comm ssioner, 397 U S. 572, 575-576

(1970). Gven the Suprenme Court’s pronouncenment in Wodward v.

Conm ssi oner, supra at 577, that an acquisition-rel ated

10 We, like the Court of Appeals for the Eleventh Circuit in
Ellis Banking Corp. v. Conmm ssioner, supra at 1379, understand
the term“capital asset” to be used for this purpose inits
accounting sense to enconpass any asset with a useful life
exceeding 1 year. See also United States v. Akin, 248 F.2d 742,
744 (10th Gr. 1957) (“it may be said in general terns that an
expenditure should be treated as one in the nature of a capital
outlay if it brings about the acquisition of an asset having a
period of useful life in excess of one year”. Such an
understanding is directly consistent wwth the Secretary’s
interpretation set forth in sec. 1.263(a)-2(a), Incone Tax Regs.,
of exanples of property for which the costs of acquisition are
capi tal expenditures.
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expenditure is a capital expenditure when its origin “is in the
process of acquisition itself”, we understand the phrase “in
connection with” in the third situation to nean that the
expenditure nust be directly related to the acquisition.

Qur analysis begins with the relevant statutory text. W
apply that text in accordance with the related Treasury incone
tax regulations, the validity of which has not been chall enged by
either party, and the interpretation of that text and those
regul ations primarily by the United States Suprene Court.

Section 162(a) provides that “There shall be allowed as a
deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or

busi ness”. The Treasury regul ati ons specify that ordinary and
necessary busi ness expenses include “the ordinary and necessary
expenditures directly connected with or pertaining to the

t axpayer’s trade or business”, sec. 1.162-1(a), |ncone Tax Regs.,
such as “a reasonabl e allowance for salaries or other
conpensation for personal services actually rendered’, sec.
1.162-7(a), Income Tax Regs. The Suprene Court has expl ai ned
that a cash nethod taxpayer such as ACC may deduct an expenditure
under section 162(a) if the expenditure is: (1) An expense,

(2) an ordinary expense, (3) a necessary expense, (4) paid during
the taxable year, and (5) nade to carry on a trade or business.

See Conmi ssioner v. Lincoln Sav. & Loan Associ ation, supra at
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352-353. The Suprene Court has stated that a necessary expense
is an expense that is appropriate or helpful to the devel opnent

of the taxpayer’s business, see Conm ssioner v. Tellier, 383 U S

687, 689 (1966); Welch v. Helvering, 290 U S. 111, 113-115

(1933), and that an ordinary expense is an expense that is
“normal , usual, or customary” in the type of business invol ved,

Deputy v. du Pont, 308 U S. 488, 495-496 (1940); see also Wl ch

v. Helvering, supra at 113-115. The Suprene Court has observed

that the need for an expenditure to be ordinary serves, in part,
to “clarify the distinction, often difficult, between those
expenses that are currently deductible and those that are in the
nature of capital expenditures, which, if deductible at all, nust

be anorti zed over the useful |ife of the asset.” Conni SSioner V.

Tellier, supra at 689-690.

The fact that a paynent falls within a literal reading of
section 162(a) does not necessarily nean that the paynent is
deductible. Sections 161 and 261, for exanple, except certain
paynments fromthe current deductibility provision of section

162(a). See INDOPCO, Inc. v. Conm ssioner, 503 U S at 84.

Section 161 provides that “there shall be allowed as deductions
the itens specified in * * * [section 162(a)], subject to the
exceptions provided in * * * sec. 261 and following, relating to

items not deductible”. Section 261 provides that “no deduction



- 21 -
shall in any case be allowed in respect of the itens specified in
this part”; i.e., part I X (Itens Not Deductible).
Section 263 is included in part I X. Section 263(a)
provi des, in |anguage that dates back to the Revenue Act of 1864,

sec. 117, 13 Stat. 282, see United States v. H I, 506 U S. 546,

556 n.6 (1993) (“section 263(a)(1l) has one of the |ongest
I i neages of any provision in the Internal Revenue Code.”), that
“No deduction shall be allowed for--(1) Any anount paid out for
new bui |l di ngs or for permanent inprovenents or betternents nade
to increase the value of any property or estate.” The Treasury
regul ations interpret this text by listing the followng item as
an exanple of a capital expenditure: “The cost of acquisition,
construction, or erection of buildings, machi nery and equi pnent,
furniture and fixtures, and simlar property having a useful life
substantially beyond the taxable year.” Sec. 1.263(a)-2(a),
| ncome Tax Regs.

The determ nation of whether an expenditure is deductible

under section 162(a) or mnmust be capitalized under section 263(a)

is not always a straightforward or nmechani cal process. “[E]ach
case ‘turns on its special facts’”, and “the cases sonetines
appear difficult to harnonize.” |1NDOPCO, Inc. v. Conm ssioner,

supra at 86 (quoting Deputy v. du Pont, supra at 496).

I n accordance with the current |aw on capitalization, an

expenditure may be deductible in one setting but capitalizable in
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a different setting. For exanple, in Conm ssioner v. |daho Power

Co., 418 U. S. at 13, the Suprene Court observed the follow ng as
to wages paid by a taxpayer in its trade or business:

O course, reasonable wages paid in the carrying on of
a trade or business qualify as a deduction from gross
inconme. * * * But when wages are paid in connection
with the construction or acquisition of a capital
asset, they nust be capitalized and are then entitled
to be anortized over the life of the capital asset so
acquired. * * *

Simlarly, in Ellis Banking Corp. v. Conmm ssioner, 688 F.2d 1376,

1379 (11th Cr. 1982), affg. in part and remanding in part T.C
Meno. 1981-123, the Court of Appeals for the Eleventh Crcuit
observed as to business expenses in general:

an expenditure that would ordinarily be a deductible
expense nust nonethel ess be capitalized if it is
incurred in connection with the acquisition of a
capital asset.®

W& do not use the term“capital asset” in
the restricted sense of section 1221.

I nstead, we use the termin the accounting
sense, to refer to any asset with a usefu

life extendi ng beyond one year.

Accord Anerican Stores Co. & Subs. v. Conmm ssioner, 114 T.C. 458

(2000) (taxpayer required to capitalize legal fees incurred to
defend against State antitrust suit arising out of, and connected

to, prior stock acquisition); cf. Stevens v. Conm ssioner, 46

T.C. 492, 497 (1966) (otherw se deducti bl e business expenses are
capital expenditures when paid to acquire a capital asset), affd.

388 F.2d 298 (6th G r. 1968); X-Pando Corp. v. Conm ssioner, 7

T.C. 48, 51-53 (1946) (salary, rent, advertising, and traveling
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expenses which would ordinarily be deductible nay be a capital
expenditure if made to cultivate or devel op business, the
benefits of which will be realized in future years).
The just-quoted observations of the Suprene Court and the

Court of Appeals for the Eleventh Circuit in the | daho Power Co.

and Ellis Banking Corp. cases, respectively, reflect a

| ongstanding, firmy established body of |aw under which
expenditures incurred “in connection with” the acquisition of a
capital asset are considered capital expenditures includable in

the acquired asset’s tax basis.! Conm ssioner v. |daho Power

Co., supra at 13; see Wodward v. Conmmi ssioner, 397 U S. at 575

(“I't has | ong been recogni zed, as a general matter, that costs
incurred in the acquisition or disposition of a capital asset are
to be treated as capital expenditures”); see also Johnsen v.

Commi ssioner, 794 F.2d 1157, 1162 (6th Cr. 1986) (“costs

incurred in connection with the acquisition or construction of a
capital asset are capital expenditures”), revg. on other grounds

83 T.C. 103 (1984); Ellis Banking Corp. v. Conm ssioner, supra at

11 The Conm ssioner has had a simlar |ongstanding view
See, e.g., Rev. Rul. 73-580, 1973-2 C.B. 86 (portion of
conpensation paid by corporation to its enployees that is
attributable to services performed in connection with corporate
acquisitions is a capital expenditure); Rev. Rul. 69-331, 1969-1
C.B. 87 (bonuses and comm ssions paid by gas distributor to
secure long-term | eases for hot water heaters are capital
expenditures); Rev. Rul. 57-400, 1957-2 C. B. 520 (comm ssions
paid by bank to brokers and other third parties for introduction
of acceptabl e applicants for nortgage | oans are capital
expendi tures).
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1379 (“an expenditure that would ordinarily be a deductible
expense nust nonet hel ess be capitalized if it is incurred in
connection wth the acquisition of a capital asset”); cf. AE

Stal ey Manufacturing Co. & Subs. v. Conm ssioner, 119 F. 3d 482,

489 (7th Gr. 1997) (costs are capital expenditures if they are
“associated with” facilitating a capital transaction), revg. on

ot her grounds and remanding 105 T.C 166 (1995); Central Tex.

Sav. & Loan Association v. United States, 731 F.2d 1181, 1184

(5th Cr. 1984) (“expenditures incurred in the acquisition of a

capital asset nust generally be capitalized’); Conm ssioner V.

Wesler, 161 F.2d 997, 999 (6th Cr. 1947) (“well settled rule
that expenditures incurred as an incident to the acquisition or
sale of property are not ordinary and necessary busi ness
expenses, but are capital expenditures which nust be added to the
cost of the property”), affg. 6 T.C. 1148 (1946).

Capitalizable expenditures are not limted to the actual
price that the buyer pays to the seller for the asset but
i nclude, for exanple, the paynent of |egal, brokerage,
accounting, appraisal and other “ancillary” expenses related to

the asset’s acquisition. Wodward v. Conm ssioner, supra at

576-577; see United States v. Hlton Hotels Corp., 397 U S. 580

(1970); see also Ellis Banking Corp. v. Conm ssioner, supra at

1379. Capitalizable expenditures also include conpensation paid

for services perforned in connection with an asset’s acquisition,
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i ncludi ng “a reasonabl e proportion of the wages and sal ari es of
enpl oyees who spend sone of their working hours |aboring on the

acquisition”. Briarcliff Candy Corp. v. Conm ssioner, 475 F.2d

775, 781 (2d Cr. 1973), revg. on other grounds and remandi ng

T.C. Meno. 1972-43; see Conm ssioner v. |daho Power Co., supra at

13; see also Cagle v. Conm ssioner, 539 F.2d 409, 416 (5th G

1976), affg. 63 T.C. 86 (1974); Perlnutter v. Conm Ssioner, 44

T.C. 382, 404 (1965), affd. 373 F.2d 45 (10th Gr. 1967); cf.

Strouth v. Conmmi ssioner, T.C Meno. 1987-552 (costs of securing

potential |eases, including checking the |essee’ s credit,
reviewing the | ease application, and drafting the | ease docunents
are capital expenditures).

When the Suprene Court was faced with the question as to the
capitalization of litigation costs incurred appraising the stock
of mnority shareholders in connection with the majority
sharehol der’ s acquisition of that stock, the Court held that the
central inquiry was whether the expenditure originated in “the

process of acquisition”. Wodward v. Conm ssioner, supra at 577.

In other words, the Court set its focus on the directness of the
costs’ relationship to the acquisition and adopted a test under
whi ch costs originating in the process of acquiring a capital

asset are considered capital expenditures.
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We believe that the application of the “process of

acquisition” test is appropriate here.? Both this Court and the

Court of Appeals for the Ninth Crcuit applied the process of

acquisition test in Honodel v. Conm ssioner, 76 T.C. 351 (1981),

affd. 722 F.2d 1462 (9th Cir. 1984), to deci de whether the

t axpayer/investors could deduct two types of fees which they paid
to an investnent advisory and financial managenent conpany. The
first fee was a nonrefundable nmonthly retainer that the taxpayers
paid for investnent counsel and advice. The amount of this fee
depended on the investor’s incone |evel and the investor’s
financi al planning, tax advice, and investnent needs. The second
fee was a one-shot charge for services rendered in connection

wi th each investnent acquired. The anount of this fee equaled a
specific percentage of the investnent’s cost. W allowed the
taxpayers to deduct the nonthly fees but required themto
capitalize the one-shot fees. W focused on whether the services
performed by the investnent adviser were perforned in the process
of acquisition or for investnent advice. W concluded that the
services relating to the nonthly fee did not arise out of that
process but that the services relating to the one-shot fee did.
See id. at 363-368. The Court of Appeals for the Ninth Crcuit

agreed. See Honodel v. Conm ssioner, 722 F.2d 1462 (9th G

12 Thi s approach is consistent with a test suggested by the
am cus for FHLMC
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1984). Thus, while the nonthly fees were connected to an
acquisition in the sense that they were required to be paid in
order to consummate any acquisition, both this Court and the
Court of Appeals for the Ninth Circuit acknow edged that the fees
were insufficiently connected with an acquisition to require
their capitalization. The process of acquisition test,
therefore, does not sinply rest on whether an expenditure is
sonehow connected to an asset acquisition but focuses nore
appropriately on whether the expenditure was directly related to
t hat acquisition.

We apply the process of acquisition test to the facts at
hand. The salaries and benefits are a capital expenditure if the
under|lying services were perforned in the acquisition process,
or, in other words, were directly related to ACC s anti ci pated

acquisition of installnent contracts. See Wodward V.

Commi ssioner, 397 U. S. 572 (1970); Honodel v. Conm ssioner,

supra. W conclude that the underlying services were perforned
in that process; i.e., the services were directly related to
ACC s anticipated acquisition of installnment contracts. Each of
t he enpl oyees spent a significant portion of his or her tine

wor king on credit analysis activities, which was the first (and,
in ACC s business, an indispensable) step in ACC s acquisition
process, and, but for ACC s antici pated acquisition of

install nent contracts, ACC would not have incurred the sal aries
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and benefits attributable to those activities.®® The credit
review activities were so inexorably tied to and such an integral
part of the acquisition process that the portion of the salaries
and benefits attributable thereto nust be considered as part of
the cost of the installnent contracts. To be sure, the Suprene

Court in Comnmi ssioner v. ldaho Power Co., 418 U.S. at 13, even

considered the tools and materials used by the construction
workers, in addition to the wages of the workers thensel ves, as
part of the capital asset’s cost, as did the court in Ellis

Banki ng Corp. v. Conm ssioner, 688 F.2d 1376 (11th Gr. 1982),

with respect to office supplies, filing fees, travel expenses,
and accounting fees. W hold that the salaries and benefits are
capital expenditures to the extent that the parties have agreed
that those costs are attributable to the credit analysis

activities.

13 As a matter of fact, ACC admtted as much in its PPM when
it stated:

In the event only a mnimal anmount of Notes are sold
pursuant to this O fering, the Conpany [ACC] woul d have
to downsi ze its operations and could, in fact, operate
with its current portfolio of retail installnent
contracts with as few as three (3) individuals,

i ncluding the President of the Conpany, Janes Bl asi us.

4 To the extent that the specific work perforned by each
i ndi vidual as to the acquisition process is not contained in the
record, petitioners bear the consequences of any deficiency in
the record as they bear the burden of disproving respondent’s
determ nation that the costs of the services and benefits at
i ssue are capital expenditures.
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As to the overhead expenses, we conclude and hold
differently. Those expenses are capital expenditures to the
extent that they originated in ACC s acquisition process, or, in
ot her words, were directly related to ACC s anti ci pated
acquisition of installnent contracts. W are unable to find that
such was the case. None of these routine and recurring expenses
originated in the process of ACC s acquisition of install nent
contracts, nor, in fact, in any anticipated acquisition at all.
ACC woul d have continued to incur nost of these expenses in the
ordinary course of its business had its business only been to
service the installnent contracts. The itens of rent and
utilities, for exanple, were generally fixed charges which had no
meani ngful relation to the nunber of credit applications analyzed
(or the nunber of installnent contracts acquired) by ACC. Nor
did the printing expense have any such neaningful relation. 1In
fact, ACC s printing costs were less in 1994 than in 1993, even
t hough ACC anal yzed 18.3 percent nore credit applications (and
acquired 18.3 percent nore installnment contracts) in 1994 than in
1993. Although ACC s tel ephone and conputer costs did increase
in 1994 fromthe prior year, we are unable to discern fromthe
record any direct relationship between that increase and the
increase fromthe prior year in credit applications anal yzed
and/or installnent contracts acquired so as to require

capitalization of those costs.
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We recogni ze that the Court in Perlnutter v. Conm SsSioner,

44 T.C at 403-405, required the taxpayer there to capitalize a
portion of his utilities as sufficiently connected to a capital

transaction. |In that regard, the Perlmutter case is

di stingui shable fromthe case at hand in that the Perlnutter case

preceded Woodward v. Comm ssioner, supra, and the rel ated process

of acquisition test. W also distinguish the printing costs at

hand fromthe printing costs in AE. Staley Manufacturing Co. &

Subs. v. Conm ssioner, 119 F.3d at 492-493, the latter of which

we and the Court of Appeals for the Seventh Circuit considered as
associated wth a capital transaction. The printing costs there,
unli ke those here, were required to be incurred by the taxpayer

so as to facilitate communi cation with sharehol ders and others in

connection with the transacti on. See A.E. Stal ey Manuf acturi ng

Co. & Subs. v. Conmi ssioner, 105 T.C. at 180, 197.

Respondent argues that ACC s paynent of the overhead
expenses produced for it a significant future benefit requiring

capitalization under INDOPCO, Inc. v. Conm ssioner, 503 U S. 79

(1992). We disagree. On the basis of our discussion above, we
conclude that any future benefit that ACC realized fromthese
expenses was incidental to its paynent of themso as not to
require capitalization on that theory. See id. at 87-88.
Petitioners argue that the salaries and benefits are ipso

facto deducti bl e because they are the routine, recurring expenses
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of ACC s business.® Petitioners nake three assertions in
support of this argunent. Petitioners first assert that the
sal aries and benefits are fixed costs which flow from an
enpl oynent agreenent and are not dependent upon the occurrence of
a capital transaction. |In this regard, petitioners contend, the
anounts of the salaries and benefits paid by ACC are unaffected
by the quantity, principal anount, or duration of the install nent
contracts, and those itens woul d have been incurred even w t hout
the acquisition of an installnment contract. Petitioners assert
secondly that the salaries and benefits are deductible under a
literal reading of section 1.162-1(a), |Incone Tax Regs. The
relevant text of that section allows a taxpayer to deduct
reasonabl e conpensation that is “directly connected with or
pertaining to the taxpayer’s trade or business”. Petitioners
assert thirdly that the salaries and benefits are deductible

under the established jurisprudence of First Sec. Bank of |daho,

N.A. v. Comm ssioner, 592 F.2d 1050 (9th G r. 1979), affg. 63

T.C. 644 (1975); FEirst Natl. Bank of South Carolina v. United

States, 558 F.2d 721 (4th Gr. 1977); Colorado Springs Natl. Bank

V. United States, 505 F.2d 1185 (10th Cr. 1974); and |owa-Des

Moi nes Natl. Bank v. Conm ssioner, 68 T.C 872 (1977), affd. 592

15 The ami cus for FNVA al so advances this argunent.
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F.2d 433 (8th CGr. 1979) (collectively, credit card cases).?!®
Petitioners assert that the credit card cases hold that recurring
expenses are deducti bl e under section 162(a) whenever the
expenses are incurred in the ordinary course of business.

Petitioners also point to INDOPCO,_ Inc. v. Conmi ssioner, supra,

and contend that the Suprene Court acknow edged there that an
expense’'s recurring nature is critical to qualifying it as
deducti bl e under section 162(a).

We disagree with petitioners’ argunent that section 162(a)
all ows ACC to deduct the expenses that recur in the ordinary
course of its business nerely by virtue of the fact that the
expenses are everyday and/or routine in nature. |In order for a
paynment to be deducti bl e under section 162(a), the underlying
expense nust not only be “normal, usual, or custonmary” in the

type of business involved, Deputy v. du Pont, 308 U S. at 495, it

must be realized and exhausted in the year of paynent, see

Stevens v. Conm ssioner, 388 F.2d at 300. Although an enpl oyer’s

paynent of salaries and benefits simlar to the ones at issue
wi |l usually generate for the enployer benefits that will be
realized and exhausted in the year of paynent, the sanme is not
true when those itens are directly related to the enpl oyer’s

acquisition of a capital asset such as an installnent contract.

16 Petitioners also rely on Bankers Dairy Credit Corp. v.
Conm ssioner, 26 B.T.A 886 (1932).
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The benefits which ACCwill reap fromthe installnment contracts;
nanely, interest and excess principal incone, will not be
reali zed and exhausted within the year of paynment. ACC wll
realize those benefits in each of the later years in which the
i nterest and excess principal are received. G ven the Suprene

Court’s observation in INDOPCO, Inc. v. Conmn ssioner, supra at

83-84, that our tax | aw endeavors to neasure taxable inconme by
al l owi ng expenses to be deducted in the taxable year in which the

related incone is recognized, see also Newark Mrning Ledger Co.

v. United States, 507 U S. 546, 565 (1993); Hertz Corp. v. United

States, 364 U S. 122, 126 (1960), it is only appropriate to defer
ACC s deduction of its paynent of any expenses directly related
to that interest or excess principal incone to the years in which
ACC recogni zes the incone.'® Only then will ACC s taxable incone
be cal cul ated nore accurately for tax purposes than if ACC had
deduct ed those expenses currently.

We find instructive to our decision the case of Helvering v.

Wnnill, 305 U S. 79 (1938), revg. 93 F.2d 494 (2d Gr. 1937),

17 W use the term“excess principal” to refer to the
principal on the installment contracts that exceeded 65 percent
of their face val ue.

18 The sal aries and benefits were instrunmental to the
production of that inconme in that ACC woul d not have acquired any
of the installnent contracts without performng its credit
anal ysis activities. In this regard, we disagree with the am cus
representing FNMA that all of ACC s salaries and benefits are
i ndirect expenses to which sec. 263(a) does not apply in the
first place.
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revg. and remanding 35 B. T. AL 804 (1937). There, the taxpayer
claimed that he coul d deduct as conpensation brokerage

comm ssions paid to acquire securities in the ordinary course of
hi s busi ness. The Comm ssioner had disall owed the deducti on,
determ ning that the paynents were capital expenditures. The

t axpayer argued that it could deduct the paynents because, he
asserted, they were an ordinary and necessary busi ness expense.
The taxpayer asserted that he was in the business of buying and
selling securities. A divided Board of Tax Appeal s sustained the

Conmi ssioner’s disall owance. See Wnnill v. Conm ssioner, 35

B.T.A 804 (1937). The Court of Appeals for the Second Circuit
di sagreed with the Board, holding that the paynents were
deductible if the taxpayer was in fact engaged in the business of

buying and selling securities. See Wnmll v. Conm ssioner, 93

F.2d 494 (2d Gr. 1937). The Suprenme Court held that the
paynents were capital expenditures. The Suprene Court noted that
the Treasury regulations (Regs. 77, art. 282 (1932)!) set forth
a longstandi ng position that comm ssions paid in acquiring
securities are considered part of the securities’ cost and
stated: “The fact-—-if it be a fact-—-that * * * [the taxpayer]

was engaged in the business of buying and selling securities does

19 The substance of these regul ations regardi ng comm ssi ons
paid to acquire securities has been carried forward into sec.
1.263(a)-2(e), Incone Tax Regs.



- 35 -
not entitle himto take a deduction contrary to this provision.”

Hel vering v. Wnmll, 305 U S. at 84.

Petitioners argue that Helvering v. Wnm|Il, supra, is

irrelevant. Petitioners recognize that the taxpayer in the
Wnmll case, simlar to petitioners here, relied on a provision
in the regulations that provided specifically that conpensation
paid in the ordinary course of business qualified as a deductible
expense. Petitioners distinguish the Wnm |l case by noting that
anot her provision in those regul ations provi ded specifically that
“comm ssions paid in purchasing securities are a part of the cost
price of such securities.” Regs. 77, art. 282 (1932).
Petitioners conclude that the Suprene Court’s holding in the
Wnmll case rested solely on the presence of the second

provi sion and assert that no simlar provision exists here to
preclude explicitly its deduction of the salaries and benefits.
Petitioners also note that the instant facts are different than
Wnmll in that ACCis not a securities dealer, the install nent
contracts are not securities, and none of the install nent
contracts expenditures are comm SSi ons.

We disagree with petitioners’ assertion that Helvering v.

Wnmll, supra, is irrelevant. W, |ike the Suprene Court in the

Wnm Il case, focus on a specific, |ongstanding position set
forth in the Treasury regul ations to conclude that the salaries

and benefits nust be capitalized even though, in a different
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setting, those costs may have qualified for deduction under a
nmore general regulatory provision. Specifically, whereas section
1.162-1(a), Treasury Income Tax Regs., provides generally that
“the ordinary and necessary expenditures directly connected with
or pertaining to the taxpayer’s trade or business” are deductible
expenses, section 1.263(a)-2(a), Incone Tax Regs., provides
specifically that capitalized expenditures include “The cost of
acqui sition, construction, or erection of buildings, machinery
and equi pment, furniture and fixtures, and simlar property
having a useful |ife substantially beyond the taxable year.” W
di sagree with petitioners when they assert that this latter
provi si on does not preclude explicitly ACC s deduction of the

sal aries and benefits. The installnment contracts, simlar to the
bui | di ngs, machi nery and equi pnent, and furniture and fi xtures
listed specifically in section 1.263(a)-2(a), Incone Tax Regs.,
have anticipated useful lives extending substantially beyond the

t axabl e year of the related expenditures.? W also disagree

20 petitioners argue that the installnent contracts are not
"simlar" to the exanples in the regulations and, hence,
expendi tures connected thereto need not be capitalized. W
di sagree. W understand the word “simlar” to enconpass any
property that, |like the exanples, has a useful |ife extending
substantially beyond the taxable year of the rel ated expenditure.
Petitioners’ narrow interpretation of the regulations fails to
recogni ze that the Supreme Court has consistently taken a w der
view as to capital expenditures. See, e.g., Conm Ssioner V.
Lincoln Sav. & Loan Association, 403 U S. 345 (1971)
(contributions to depository reserve fund were capital
expenditures); Helvering v. Wnmll, 305 U S. 79 (1938) (taxpayer

(continued. . .)
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Wi th petitioners when they draw factual distinctions between the
two cases sufficient to warrant contrary results. The facts that
ACC is not a securities dealer, that the install nent contracts
are not securities, and that none of the installnment contracts
expenditures are comm ssions are, in our mnds, nerely

distinctions without a difference. Conpare Wodward v.

Conmi ssioner, 397 U.S. at 575, 577-578, wherein the Court stated:

The Court recognized [in Helvering v. Wnm |l, supra,]
t hat brokers’ comm ssions are ‘part of the
(acquisition) cost of the securities,’” Helvering v.
Wnmll, supra, 305 U S. at 84, 59 S.C. at 47, and
relied on the Treasury regulation, which had been
approved by statutory re-enactnent, to deny deductions
for such comm ssions even to a taxpayer for whomthey
were a regular and recurring expense in his business of
buyi ng and selling securities.

* * * * * * *

in this case there can be no doubt that |egal,
accounting, and appraisal costs incurred by taxpayers
in negotiating a purchase of the mnority stock woul d
have been capital expenditures. See

At zi ngen- Wi t ehouse Dairy, Inc. v. Conm ssioner, 36
T.C. 173 (1961). Under whatever test m ght be applied,
such expenses woul d have clearly been ‘part of the
acquisition cost’ of the stock. Helvering v. Wnm |,

supra. * * *

Accord Comm ssioner v. Wesler, 161 F.2d at 999 (“the Wnm ||

case * * * follows] the well settled rule that expenditures
incurred as an incident to the acquisition * * * of property are

not ordinary and necessary busi ness expenses, but are capital

20(. .. continued)
required to capitalize the regular and recurring costs incurred
in acquiring securities).
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expenditures”); Ellis Banking Corp. v. Conmm ssioner, T.C Meno.

1981-123 (“Nor would the fact that petitioner was engaged in the
busi ness of acquiring bank stock entitle it to deduct such
expenditures if the bank stock was a capital asset and the
expenditures were incurred in the acquisition thereof. Helvering

v. Wnmll, supra.”).

We al so apply the case of Conmm ssioner v. |daho Power Co.,

418 U. S. 1 (1974), revg. 477 F.2d 688 (9th Cr. 1973), revg. T.C
Meno. 1970-83. There, the taxpayer was a public utility engaged
in the production, transm ssion, and sale of electricity.
Throughout its |ong existence, the taxpayer regularly and
routinely constructed additional transm ssion and distribution
facilities using its own equi pnent and hundreds of its own

enpl oyees. Respondent determ ned that the taxpayer had to
capitalize the depreciation on its equi pnent to the extent used
in the construction project. The Suprene Court agreed. The
Court noted that a goal of Federal inconme tax accounting is to
match incone with the rel ated expenses and observed that “‘It has
| ong been recogni zed, as a general matter, that costs incurred in
the acquisition * * * of a capital asset are to be treated as

capital expenditures.’” |d. at 12 (quoting Wodward v.

Conm ssi oner, supra at 575; ellipsis in original). Further, the

Court noted: “there can be little question that other

construction-rel ated expense itens, such as tools, materials, and
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wages paid construction workers, are to be treated as part of the
cost of acquisition of a capital asset.” 1d. at 13. The Court
concluded that requiring the taxpayer to capitalize its
depreciation would maintain tax parity between it and anot her
t axpayer who retained an i ndependent contractor to construct the
i nprovenents and additions for it. |In the latter case, the Court
stated, the depreciation on the equi pnent used by the i ndependent
contractor would be part of the cost that the contractor charged
on the project. The Court believed it unfair to allow a taxpayer
to deduct the cost of constructing its facility if it has
sufficient resources to do its own construction work, while
requiri ng anot her taxpayer w thout such resources to capitalize
its cost including the depreciation charged by the contractor.?
See id. at 14. The Court expressed no opinion as to the fact

that the taxpayer in the ldaho Power Co. case had been regularly

and routinely inproving its facilities throughout nost of its
| ong exi stence, nor that these inprovenents had for the nost part
been made by its enployees. See id.; see also the opinions of

the Il ower courts at | daho Power Co. v. Conm ssioner, 477 F.2d

688, 690 (9th G r. 1973); ldaho Power Co. v. Conmm ssioner, T.C

Meno. 1970-83.

21 The am cus for FHLMC would Iinmt the Supreme Court’s tax
parity rationale to cases of self-created assets. W read
nothing that would so Iimt that rationale.
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The Court of Appeals for the Eleventh Crcuit also applied

the case of Conmi ssioner v. ldaho Power Co., supra, in Ellis

Banki ng Corp. v. Comm ssioner, 688 F.2d 1376 (11th Cr. 1982), to

require capitalization of certain acquisition-rel ated
expenditures. There, the taxpayer was a bank hol di ng conpany
that, under State law, had to acquire the stock of other banks or
organi ze new banks in order to expand its business into new
geographic markets. The taxpayer agreed w th anot her bank

(Par kway) and certain of Parkway' s shareholders to acquire all of
Par kway’ s stock in exchange for taxpayer stock. The agreenent
was contingent on the satisfaction of certain events. Prior to
consummati on of the acquisition, but in connection therewith, the
t axpayer incurred various expenses conducting a due diligence
exam nation of Parkway’s books. These expenses were for office
supplies, filing fees, travel expenses, and accounting fees. The
t axpayer deducted these expenses, and respondent disallowed the
deduction. Respondent determ ned that the expenses had to be
capitali zed.

We sustai ned respondent’s disall owance. W held that the
expenses were capital expenditures because they were incurred in
connection wth the acquisition of a capital asset. The Court of
Appeal s for the Eleventh Crcuit agreed. The taxpayer had argued
that the expenses were "ordinary and necessary" because they were

incurred in connection with its decision to acquire the stock and
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in evaluating the market in which Parkway was | ocated. See id.
at 1381. The taxpayer noted that the expenses were incurred
before it was bound to buy Parkway’s stock. The Court of
Appeal s, in rejecting the taxpayer’s claimto current
deductibility, stated:

Ellis also devotes a portion of its brief to arguing
that it is in the business of pronoting banks, so that
t he expenditures made in that business are deducti bl e.
It is not enough to establish that expenditures are
incurred in carrying on a trade or business to qualify
for a deduction under section 162--all of the

requi renents set out above [nanely, the five

requi renents for deductibility set forth in

Comm ssioner v. Lincoln Sav. & Loan Association, 403

U S at 352-353,] nust be fulfilled. Indeed, if being
in the business sufficed, Ellis would be able to deduct
the purchase price of the Parkway stock. * * * [1d. at
1381 n. 10.]

The Court of Appeals went on to say that

t he expenses of investigating a capital investnent are
properly allocable to that investnment and nust
therefore be capitalized. That the decision to make
the investnent is not final at the tinme of the

expendi ture does not change the character of the

i nvestnment; when a taxpayer abandons a project or fails
to make an attenpted investnent, the prelimnary
expenditures that have been capitalized are then
deducti ble as a | oss under section 165. * * * As the
First Crcuit stated, ‘* * * expenditures nade with the
contenplation that they wll result in the creation of
a capital asset cannot be deducted as ordinary and
necessary busi ness expenses even though that
expectation is subsequently frustrated or defeat ed.

Uni on Mutual, 570 F.2d at 392 (enphasis in original).
Nor can the expenditures be deducted because the
expectations m ght have been, but were not, frustrated.
[1d. at 1382.]

Qur opinion as to the salaries and benefits is further

supported by the cases of Godfrey v. Conmm ssioner, 335 F.2d 82
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(6th Gr. 1964), affg. T.C. Menp. 1963-1, and Stevens V.

Conmm ssioner, 388 F.2d 298 (6th Gr. 1968). Godfrey v.

Conm ssi oner, supra, concerned deductions that the taxpayer

clainmed as to a joint venture in tw parcels of real estate known
as the Goose Pond and Adans Packing properties. Before taking
title to the Goose Pond property, the taxpayer and his associ ates
caused a use survey to be conducted on the property in order to
ascertain its best commercial use. They concluded fromthe
survey that the upper part of the tract was best suited for an
aut onobi | e deal ership and that the | ower portion could best be
used for a shopping center. They acquired the property and then
di scovered that it |acked the zoning classification necessary to
use it in the manner indicated by the survey. They retained
attorneys to try to change the property’s classification. Their
attenpt was unsuccessful. The taxpayer deducted his
proportionate share of the cost of the survey and the attorney’s
fee. The taxpayer also deducted travel and living expenses that
he had paid in connection with acquiring both the Goose Pond and
Adans Packi ng properties.

We deni ed the deductions, holding that all of the
expenditures were capital expenditures. W observed that the use
survey “represented their first step in the contenpl ated
devel opnent of the property; and its benefits were obviously

expected to extend beyond the year in which the survey was nade.”
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Godfrey v. Conmi ssioner, T.C. Menob. 1963-1. We observed that the

attorney’s fee was part of the cost of the devel opnment of a
capital asset, in that it represented an unsuccessful attenpt to
have the Goose Pond property rezoned for certain commercial use.
We observed that the travel and |living expenses generally rel ated
to the acquisition and devel opnent of the property.

The Court of Appeals for the Sixth GCrcuit agreed with us
that all of the expenditures were capital expenditures. The
court stated:

The Tax Court found that the cost of the “use
survey” was a capital expenditure. The court said: “It
represented their first step in the contenpl ated
devel opment of the property; and its benefits were
obvi ously expected to extend beyond the year in which
the survey was made.” The test of an ordinary business
expense is whether it is of a recurring nature and its
benefit is generally exhausted within a year. An
expenditure is of a capital nature “where it results in
t he taxpayer’s acquisition or retention of a capital
asset, or in the inprovenent or devel opnent of a
capital asset in such a way that the benefit of the
expenditure is enjoyed over a conparatively |engthy
period of business operation.” Louisiana Land &
Exploration Co. v. Comm ssioner, 7 T.C 507, aff’'d, 161
F.2d 842, CA 5 * * *  The purpose of the use survey
was to benefit the land in a permanent way so that the
owners could derive income fromit on the basis of its
best use. W agree with the Tax Court that this was
properly a capital expenditure.

We are of the opinion that the sane reasoning is
applicable to the expenditure for attorney’'s fee.
Counsel for the * * * [taxpayer] concedes that if the
effort had been successful the expenditure would not
have been a deductible item W think there can be no
di stinction. The purpose of the expenditure was to
create a permanent benefit. The fact that it created
nei ther a permanent nor exhaustible benefit does not
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change its character. * * * [Godfrey v. Conm ssioner
335 F.2d at 85. %]

In Stevens v. Conm ssioner, 46 T.C 492 (1966), the taxpayer

and anot her individual (Wody) entered into various joint
ventures each of which involved acquiring a race horse and
sharing that horse’s wi nnings or any proceeds fromits sale.
Wody paid the purchase price of each horse, and the taxpayer
pai d each horse’s maintenance and training expenses. W held
that one-half of the otherw se deducti bl e mai ntenance expenses
were capital expenditures because they represented the taxpayer’s
cost of acquiring a one-half interest in the horses. W stated:

We agree with respondent to the extent that at
| east sone portion of these expenses, which would
ot herwi se be deductible as ordinary and necessary
busi ness expenses, nust be capitalized as petitioner’s
acqui sition costs in the particul ar factual
circunstances here present. It is obvious that
petitioner had sonme acquisition cost for his interests;
these interests were not acquired for nothing.
Al t hough Wody paid the entire purchase price for each
horse, he did not give petitioner a one-half interest
in each wthout consideration. * * *

* * * * * * *

In effect, Wody assunmed petitioner’s half of the
purchase price and as consideration for this,
petitioner assunmed Wody's half of the expense burden.
* % *  J1d. at 497.]

22 The court held that our findings as to the renmining
expenses were not clearly erroneous. See Godfrey v.
Conm ssioner, 335 F.2d 82, 86 (6th Cr. 1964), affg. T.C. Meno.
1963- 1.
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In affirmng our decision, the Court of Appeals for the Sixth
Crcuit held that the nmere fact that the expenses were recurring
and ot herw se deducti bl e busi ness expenses was not enough to make
t he expenses deducti bl e under section 162. The court noted that
“Section 162 was primarily intended to cover recurring
expenditures where the benefit derived fromthe paynent is
reali zed and exhausted within the taxable year” and that the
benefit fromthe expenses woul d not be exhausted within the year.

Stevens v. Conmi ssioner, 388 F.2d at 300; accord Perl nutter v.

Comm ssioner, 44 T.C. at 403-405 (taxpayer required to capitalize

portion of salaries, utilities, insurance, depreciation, |egal
and audit expenses, office expenses, and vehicle and truck
expenses allocable to the construction of shopping center

bui | di ngs).

W also are m ndful of Wells Fargo & Co. & Subs. v.

Commi ssi oner, 224 F.3d 874 (8th G r. 2000), affg. in part and

revg. in part Norwest Corp. v. Conm ssioner, 112 T.C 89 (1999).

There, a bank (Davenport) entered into a transaction with anot her
bank (Norwest) that resulted in Norwest’s owning all the stock of
an entity of which Davenport was a part. Follow ng the

t axpayer’s concession that section 263(a) required that Davenport
capitalize the costs which were directly related to the
transaction, we were |left to decide whether section 162(a)

al | oned Davenport to deduct investigatory costs of $87,570, due
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di i gence costs of $23,700, and officers’ salaries of $150, 000
whi ch respondent had determi ned were attributable to the
transaction. Most ($83,450) of the investigatory costs rel ated
to services rendered by a law firm before Davenport agreed to
participate in the transaction. The remaining (%$4, 120)
investigatory costs related to services performed by the law firm
in investigating whether, after the transaction, Norwest’s
director and officer liability coverage woul d protect Davenport’s
directors and officers for acts and om ssions occurring before
the transaction. The due diligence costs related to services
performed by the law firmin connection with Norwest’s due
diligence review. The disallowed officers’ salaries were
attributable to services perfornmed in the transaction.

We held that section 162(a) did not |et Davenport deduct any
of the disputed costs. Qur holding foll owed our conclusion that
all of the costs bore a sufficient nexus to a transaction
producing a significant | ong-termbenefit to fall within the

rules of capitalization as set forth primarily in I NDOPCO, 1|nc.

v. Comm ssioner, 503 U S. 79 (1992). Upon appeal, the

Comm ssi oner conceded that section 162(a) all owed Davenport to
deduct the investigatory costs of $83, 450 because they were
attributable to the investigatory stage of the transaction. That
concession followed the Comm ssioner’s rel ease of Rev. Rul. 99-

23, 1999-1 C. B. 998, 1000, which holds that
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Expendi tures incurred in the course of a general
search for, or investigation of, an active trade or
business in order to determ ne whether to enter a new
busi ness and whi ch new business to enter (other than
costs incurred to acquire capital assets that are used
in the search or investigation) qualify as
i nvestigatory costs that are eligible for anortization
as start-up expenditures under 8§ 195. However,
expenditures incurred in the attenpt to acquire a
specific business do not qualify as start-up
expendi tures because they are acquisition costs under 8§
263. The nature of the cost nust be anal yzed based on
all the facts and circunstances of the transaction to
determ ne whether it is an investigatory cost incurred
to facilitate the whether and which decisions, or an
acquisition cost incurred to facilitate consummati on of
an acqui sition.[%]

As to the remaining fees of $27,820 (%$4,120 + $23,700), al
of which were incurred after Davenport had nade its final
decision as to the acquisition, the Court of Appeals for the
Eighth Grcuit agreed with us that those anobunts were capital
expenditures. The Court of Appeals disagreed with us, however,
as to the officers’ salaries and held that those costs were

currently deductible. The court reasoned:

22 The Conmi ssioner’s position as to the deductibility of
i nvestigatory expenditures incurred to acquire specific assets is
set forth in Rev. Rul. 74-104, 1974-1 C.B. 70. There, the costs
were “eval uation” expenditures which the taxpayer incurred in its
busi ness of acquiring residential property to renovate and sel
to the public. Before acquiring the property, the taxpayer
eval uated certain localities to ascertain the feasibility of
selling the property in that locality. The taxpayer incurred a
cost to secure an initial report froman independent agent and
ot her costs to evaluate the report and the locality invol ved.
The ruling holds that the costs are capital expenditures because
they were incurred in connection with acquiring the residenti al
property and provi de benefits beyond the current taxable year
t hrough the sale of the renovated property.



- 48 -

the distinction between the case at hand, and the

| NDOPCO case lies in the relationship between the
expense at issue and the long termbenefit. |In

| NDOPCO, the expenses in question were directly rel ated
to the transacti on which produced the long term
benefit. Accordingly, the expenses had to be
capitalized. See INDOPCO 503 U.S. 79, 112 S.C. 1039,
117 L. Ed.2d 226. W conclude that if the expense is
directly related to the capital transaction (and
therefor, the long termbenefit), then it should be
capitalized. * * * See e.g. INDOPCO 503 U S 79, 112
S.Ct. 1039, 117 L.Ed.2d 226 (1992). 1In this case,
there is only an indirect relation between the sal aries
(which originate fromthe enploynent relationship) and
the acquisition (which provides the long term benefit *
* *).

Simlarly, the instant case is distinguishable
fromAcer Realty Co. v. Conmi ssioner??, wherein this
Court held that the salaries paid to two officers for
"unusual , nonrecurrent services" had to be capitalized.
132 F.2d 512, 513 (8th Cr. 1942). The taxpayer was a
corporation whose only business was | easing real estate
to a related corporation. Its officers were paid no
salaries prior to their undertaking a | arge building
program at which point the two officers began acting
as general contractors and "perforned all the services
necessary to the managenent of the construction of the
buildings.” Acer Realty, 132 F.2d at 514. Because the
salaries were clearly and directly related to the
capital project, this Court determ ned that nost of the
sal aries paid were extraordinary or increnental
expenses which had to be capitalized. Acer Realty Co.
v. Comm ssioner, 132 F.2d 512 (8th Cr. 1942).

2Acer Realty is the only case in our
Crcuit, that we are aware of, which denies
t he taxpayer a deduction for sal ary expenses.

The instant case is easily distinguishable from
Acer Realty because Davenport’s officers had al ways
recei ved salaries, even before the acquisition was a
possibility. There was no increase in their salaries
attributable to the acquisition, and they woul d have
been paid the sal aries whether or not the acquisition
took place. Therefore, we determne that the salary
expenses in this case originated fromthe enpl oynent
rel ati onship between the taxpayer and its officers.
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Indirectly, the paynent of these sal aries provided
Davenport with a long termbenefit. [WlIls Fargo & Co.
& Subs. v. Conm ssioner, 224 F.3d at 887-888. ]

Judge Bright wote a concurring opinion in Wlls Fargo & Co.

& Subs. to highlight the fact that the record did not allow for a
determ nation as to the portion of the salaries which were
directly related to the transaction. Judge Bright wrote:

| wite separately to enphasize that the record in this
case is inadequate to show that the portion of the

sal aries in question, $150,000, was directly or
substantially related to the acquisition. Mbreover,
the tax court’s findings of fact on this issue does not
address the direct or indirect relationship of the work
of the officers to the acquisition. That finding
recited:

During 1991, DBTC [ Davenport] had 9
executives and 73 other officers
(collectively, the officers). John Figge,
Janes Figge, Thomas Figge, and R chard Hor st
wor ked on various aspects of the transaction,
as did other officers. None of the offices
were hired specifically to render services on
the transaction; all were hired to conduct
DBTC s day-to-day banking business. DBTC s
participation in the transaction had no
effect on the salaries paid to its officers.
O the salaries paid to the officers in 1991,
$150, 000 was attributable to services
performed in the transaction. DBTC deducted
the salaries, including the $150,000, on its
1991 Federal income tax return. Respondent
di sal | oned t he $150, 000 deduction; i.e., the
portion attributable to the transaction. * *
*

This finding does not address whether sone
officers at any particular period of tinme devoted
substantial work to the acquisition or whether the
officers during the period of tine in question only
incidentally worked on the acquisition while doing
regul ar banki ng duties.
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In order to determ ne whether an allocation of
officers’ salaries to an acquisition-transaction such
as made here qualifies as a deduction fromincone or
shoul d be capitalized, the taxing authorities should
require the taxpayer to show officers’ tinme devoted to
the acquisition as conpared to tinme spent on regul ar
work during a particular and relevant tinme period.

The finding made by the tax court here does not justify
capitalization of the officers’ salaries. [ld. at 889-
890 (Bright, J., concurring).]

We do not believe that our view as to the salaries and wages
at hand is inconsistent wwth the Court of Appeals for the Eighth

Circuit’s viewas to the salaries at issue in Wlls Fargo & Co. &

Subs., supra. The cases are factually distinguishable. There,

sonme of Davenport’s 82 officers spent a portion of their tine
perform ng services on a capital transaction; apparently, it was
a relatively small portion, since the total salary attributable
to work performed on the transaction by all of the officers was
$150, 000. The services which they perforned as to the capital
transaction were extraordinary in the daily course of their
enpl oynent, and the capital transaction was extraordinary to
their enployer’s business. They would have been paid the sane
sal aries regardl ess of whether the transacti on was consunmat ed.
Here, by contrast, each of the disputed enpl oyees spent a
significant portion of his or her tinme (in fact, in 8 of the 15
cases, all of his or her tine) working on capital asset

acqui sitions which occurred in the ordinary course of ACC s
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busi ness.?* The enpl oyees were paid specifically to performwork
as to the acquisitions, and the anount of the conpensation that
ACC paid to the enpl oyees hinged directly on the nunber of
install ment contracts that it acquired, e.g., at |east sone of
the enpl oyees were entitled to receive a bonus in profitable

years.?® Thus, whereas the officers in Wlls Fargo & Co. &

Subs., supra, perforned the typical services of bank enpl oyees,

services which could include work on a capital transaction as
part of the bank’s business in general, ACC s enpl oyees were
hired and paid to perform services that necessarily would include
work on capital asset acquisitions.

The record here indicates specifically the portion of ACC s
total conpensation that was directly related to ACC s acquisition
of the installnent contracts, and, in accordance with Suprene
Court precedent (as well as jurisprudence fromthe Second
Circuit, Fifth Crcuit, and this Court), we consider as capital
expenditures that “proportion of the wages and sal ari es of
enpl oyees who spend sone of their working hours |aboring on the

acquisition”. Briarcliff Candy Corp. v. Conm ssioner, 475 F.2d

at 781; see Commi ssioner v. ldaho Power Co., 418 U. S. at 13; see

24 Of the total conpensation paid to the disputed enpl oyees
in 1993 and 1994, 76 percent ($213, 028/ %280, 222) and 65.4 percent
($273, 212/ $418, 065), respectively, was attributable to the
acquisition of installnment contracts.

25 W also bear in mind the statenent in ACC s PPM di scussed
supra note 13.
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al so Cagle v. Conmi ssioner, 539 F.2d at 416; Perlnmutter v.

Conmi ssioner, 44 T.C. at 404.

Petitioners are m staken when they assert that established
jurisprudence provides that section 162(a) always allows a
t axpayer to deduct the everyday, recurring costs of its business.
The primary cases upon which petitioners rely, i.e., the credit
card cases, did not nerely rest on facts that the costs at issue
there were everyday and recurring in nature. Al of those cases
i nvol ved costs which were incurred in the businesses’ startup
phase and which did not produce any separate or distinct asset.

In Colorado Springs Natl. Bank v. United States, 505 F.2d at

1192, for exanple, the Court of Appeals for the Tenth Crcuit
noted that "The start-up expenditures here chall enged did not
create a property interest. They produced nothing corporeal or

salable.” Simlarly, in First Natl. Bank of South Carolina v.

United States, 558 F.2d at 723, the Court of Appeals for the

Fourth GCrcuit noted that “Menbership in ASBA is not a separate
and distinct additional asset created or enhanced by the paynents

in question.” Likewse, in lowa-Des Mines Natl. Bank v.

Conmi ssioner, 68 T.C. at 879, we noted that the costs "did not

create or enhance a separate and distinct asset or property

interest."? Cf. Central Tex. Sav. & Loan Association v. United

26 |n First Security Bank of Idaho, N. A v. Conmissioner,
592 F.2d 1050 (9th Gir. 1979), affg. 63 T.C. 644 (1975), the
(continued. . .)
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States, 731 F.2d at 1184-1185 (court distinguished the credit
card cases by virtue of the fact that the expense of the taxpayer
before it created a separate and distinct asset). Contrary to
petitioners’ assertion (and, as discussed infra, the view of the
Court of Appeals for the Third Crcuit), we do not read any of
the credit card cases to hold that everyday, recurring expenses
are ipso facto deducti bl e under section 162(a). In fact, as this

Court observed in |lowa-Des Miines Natl. Bank v. Commi ssioner, 68

T.C. at 879, costs are entitled to deduction when they are
“related to the active conduct of an existing business and * * *
[do] not create or enhance a separate and distinct asset or
property interest.” Nor do we understand the Suprene Court in

| NDOPCO, Inc. v. Conmm ssioner, 503 U S 79 (1992), to have

espoused the sweepi ng pronouncenent proffered by petitioners as
to this issue.?

Petitioners also rely on PNC Bancorp, Inc., v. Conm Ssioner,

212 F.3d 822 (3d GCir. 2000), revg. 110 T.C. 349 (1998). Wen
this case was tried, the Court of Appeals for the Third Crcuit

had not yet released its opinion in that case, and petitioners

26(...continued)
Court of Appeals for the Ninth Crcuit adopted as the | aw of that
circuit the decision of the Tenth Crcuit in Colorado Springs
Natl. Bank v. United States, 505 F.2d 1185 (10th G r. 1974).

2T Nor do we read Bankers Dairy Credit Corp. v.
Conmm ssioner, 26 B.T.A 886 (1932), to hold that salaries and
benefits are ipso facto deducti ble when they are recurring costs.
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took the view that our opinion there was inapplicable to this
case because, they clained, the cases were factually

di stingui shable. W held in PNC Bancorp, Inc., v. Conm ssioner,

supra, that |oan origination costs were capital expenditures.
The Court of Appeals for the Third Grcuit disagreed, holding
that the costs were deducti bl e expenses. Petitioners now assert

that PNC Bancorp, Inc. is relevant to our inquiry.

We do not believe that PNC Bancorp, Inc. v. Commi SSioner,

supra, is so factually distinguishable fromthe instant case to
support contrary results. Although the cases are obviously

di stingui shable by virtue of the fact that PNC (as defined bel ow)
was a loan originator and ACCis a |oan acquirer, we do not
believe that this bare distinction is neaningful enough to
support contrary results in the cases, especially given the

Suprene Court’s statenents in Comm ssioner v. |Idaho Power Co.,

supra at 12-13, to the effect that the creation of an asset is
subject to the sane set of capitalization rules as the
acquisition of an asset. Gven the additional fact that the
Court of Appeals for the Third Circuit disagreed with our view as
to the rules of capitalization applicable to the | oan origination

costs in PNC Bancorp, Inc., we believe it appropriate to

reconsi der our opinion there in light of the contrary view set
forth by the Court of Appeals for the Third Crcuit in reversing

our decision. W have carefully done so, giving due regard to
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the contrary view. For the reasons set forth below, we continue
to adhere to our view on the rules of capitalization as expressed

in PNC Bancorp, Inc., respectfully disagreeing with the contrary

vi ew expressed by the Court of Appeals for the Third Crcuit.

PNC was the successor in interest to two banks
(collectively, PNC) which had deducted expenditures paid to
mar ket, research, and originate loans to PNC s custoners. These
expenditures included: (1) Anpbunts paid to record security
interests, (2) anounts paid to third parties for property
reports, credit reports, and appraisals, and (3) an allocable
portion of salaries and benefits paid to enpl oyees for eval uating
a borrower’s financial condition, evaluating guaranties,
collateral, and other security arrangenents, negotiating |oan
terms, preparing and processing | oan docunents, and cl osing | oan
transactions. PNC capitalized and anortized these costs for
financial accounting purposes but deducted them for Federal
i ncome tax purposes. PNC argued that the costs were deductible
for tax purposes because they (1) were recurring expenses in the
banki ng business, (2) were integral to PNC s daily operation, and
(3) provided PNC with only short-term benefits.

We found that PNC incurred the costs to create separate and
distinct assets, i.e., the loans, and that the costs produced for
PNC | ong-term benefits in the formof the interest to be received

in later years. The Court of Appeals for the Third Crcuit
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di sagreed with both of these findings. The Court of Appeals
focused primarily on the everyday neaning of the word “ordinary”

and, without any reference to Helvering v. Wnmll, 305 U S 79

(1938), and with only a passing reference to Conm Sssioner V.

| daho Power Co., 418 U S. 1 (1974), which the Court of Appeals

cited for the proposition that capitalization prevents the
distortion of inconme in the case of depreciable property,
concluded that the |l oan origination costs were ordinary business
expenses for purposes of section 162(a) because the costs were

normal and routine to the business of a bank. See PNC Bancorp,

Inc., v. Conm ssioner, 212 F.3d at 828-829, 834-835. The court

saw no meani ngful distinction between PNC s | oan origination
costs and the costs incurred as "ordi nary expenses" by banks in
general. The court stated that PNC s deduction of the | oan
origination costs would not distort its inconme because it
incurred those costs regularly. See id. at 834-835.

The Court of Appeals for the Third Crcuit also stated that
PNC s costs did not create any separate and di stinct asset within

t he neani ng of Conm ssioner v. Lincoln Sav. & Loan Association,

403 U. S. 345 (1971). Unlike the assets in Lincoln Sav. & Loan

Associ ation, which were not used by the taxpayer in its everyday

busi ness, PNC used its |loans as part of its everyday business.
The Court of Appeal s distinguished the respective assets in the

cases by this fact. The Court of Appeals al so distinguished
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PNC s costs fromthe paynents in Lincoln Sav. & Loan Association

by noting that the paynents in Lincoln Sav. & Loan Association

had forned the corpus of the asset, whereas PNC s costs were not
included in the principal of the loans. The Court of Appeals

anal ogi zed PNC s costs to the expenditures at issue in the credit
card cases, concluding that the costs were deducti bl e under that

line of cases. PNC Bancorp, Inc., v. Conm ssioner, 212 F. 3d at

830- 831.

We do not believe that the “normal and routine” nature of
the expenses in question dictates their deductibility. As
di scussed above, paynents made with a sufficiently direct
connection to the acquisition, creation, or enhancenent of a
capi tal asset nust be capitalized even when those paynents are
made in the course of the payee’s regul ar business operations.

See, e.g., Wodward v. Conm ssioner, 397 U S. at 575, 577-578;

Hel vering v. Wnmll, supra. Nor do we believe that any of the

long line of cases addressing this acquisition-rel ated
capitalization requirenent supports a conclusion that a paynent
is a capital expenditure only if it creates, enhances, or becones
part of an asset that is unrelated to the taxpayer’s daily

busi ness. An expense that recurs in a taxpayer’s business is a
capital expenditure when it is incurred in direct connection with
the acquisition, creation, or enhancenent of a separate and

di stinct asset, or provides the taxpayer with a significant
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future benefit. See, e.g., INDOPCO Inc. v. Conm ssioner, 503

US 79 (1992); Comm ssioner v. ldaho Power Co., supra at 13;

Wodward v. Conm ssioner, supra; Helvering v. Wnnll, supra; see

also Ellis Banking Corp. v. Comnmi ssioner, T.C Meno. 1981-123

(citing Wodward v. Conm ssioner, supra) (fact that a taxpayer

"incurs expenditures * * * on a recurring basis does not ensure
their characterization as ‘ordinary’ if they are incurred in the
acquisition of a capital asset”). The nere fact that an expense
may have been deductible in the credit card cases (or any other
case for that matter) does not necessarily nean that the sane
type of expense is ipso facto deductible in another setting such

as the one found in PNC Bancorp, Inc., v. Comm ssioner, 212 F. 3d

822 (3d Cr. 2000). See, e.g., Conm ssioner v. ldaho Power Co.,

supra at 13.

We al so do not believe that the fact that PNC s | oan
origination costs were recurring in nature neans that PNC s
current deduction of themwould allow for an appropriate matching

of income and expense. See PNC Bancorp, Inc., v. Conmm Ssioner,

supra at 834-835. The Suprene Court stated explicitly in

| NDOPCO, Inc. v. Conmi ssioner, supra at 84, that our Federal

i ncome tax system endeavors to match expenses with the rel ated
revenue in the taxable period for which the inconme is recogni zed.

The Court stated in Comm ssioner v. |Idaho Power Co., supra at 16,

that “The purpose of section 263 is to reflect the basic
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principle that a capital expenditure may not be deducted from
current incone. It serves to prevent a taxpayer fromutilizing
currently a deduction properly attributable, through
anortization, to later tax years when the capital asset becones
i ncome producing.” The thrust of these statenents, in our m nds,
is that an expenditure nust be deducted in accordance with its
own individual identity, regardl ess of the possible recurrence in
the taxpayer’s business of that type of expense. A taxpayer’s
inconme will be distorted if the taxpayer currently deducts a
recurring expense that should be capitalized and the anmount of
t hat expense fluctuates neaningfully between taxable years. For
exanpl e, when the anount of such an expenditure increases
significantly fromone year to the next, the deduction of the
expenditure may result in the taxpayer’s incone being understated
in the first year and overstated in the second, and the profits
of the business nay appear to be sinking, when in fact it is
enj oyi ng great success, or rising, when in fact it may be

seriously dimnished. See Electric & Neon, Inc. v. Conm Sssioner,

56 T.C. 1324, 1332-1333 (1971), affd. w thout published opinion
496 F.2d 876 (5th G r. 1974). Such an inaccurate reporting of
this fluctuation thwarts, rather than fosters, “a nmjor objective

of efficient tax policy.” Cabintaxi Corp. v. Conmm Sssioner, 63

F.3d 614, 619 (7th Cr. 1995), affg. in part, revg. in part, and

remandi ng on another issue T.C Menp. 1994-316.
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Nor do we read anything in section 263 or the rel ated
regul ations that hinges section 263(a)’s applicability to an
expenditure on a finding that an asset acquired or created by the
expendi ture was used outside of the taxpayer’s daily business.
In fact, if such was the case, the costs incurred to acquire
manuf act uri ng equi pnent woul d arguably be deducti bl e because that
equi pnent is indispensable to the daily operation of the
manuf acturer’s business. Mreover, in the case of an appraisal,
the costs of which are clearly capital expenditures when incurred
in connection with the purchase of property, the appraisal
nei t her adds value to the apprai sed property nor has a |long-term
life. W also note our disagreenment with the concept that a cost
is a capital expenditure only if it becones part of an asset. To
be sure, the depreciation of the equipnment used to construct the

facilities in Comm ssioner v. |daho Power Co., 418 U S. 1 (1974),

did not becone an actual part of those facilities.
Nor do we find persuasive PNC s argunment to the Court of
Appeals for the Third GCrcuit that our application of the

“separate and distinct asset test” of Conm ssioner v. Lincoln

Sav. & Loan Association, 403 U. S. at 354, was too expansive in

that it would require capitalization of costs incurred “in
connection wth” or “with respect to” the acquisition of an

asset . PNC Bancorp, Inc. v. Connmi ssioner, 212 F.3d at 830. Such

an argument conflicts directly not only with the Suprene Court’s
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reasoning in Conm ssioner v. ldaho Power Co., supra at 12-14, and

Wodward v. Conm ssioner, 397 U S. at 575-576, but with the

reasoni ng of various Courts of Appeals that have required
capitalization of anbunts incurred “in connection with” the

acquisition of an asset. See, e.g., Johnsen v. Comm ssioner, 794

F.2d at 1162; Central Tex. Sav. & Loan Association v. United

States, 731 F.2d at 1184; Ellis Banking Corp. v. Conmni ssioner,

688 F.2d at 1379.
Nor do we believe that the fact an expenditure is sonehow
connected to the “needs of current incone production” is enough

to qualify that expenditure as a current deduction. PNC Bancorp,

Inc. v. Conmm ssioner, 212 F.3d at 829, 833-834 (citing National

Starch & Chem Corp. v. Conmm ssioner, 918 F.2d 426 (3d Gr.

1990), affd. sub nom [NDOPCO Inc. v. Comm ssioner, 503 U S 79

(1992). In our mnds, an expenditure that produces both a
current and |long-term benefit is neither 100 percent deductible
nor 100 percent capitalizable. Instead, regardless of whether
the expenditure’ s primary or predom nant purpose is to benefit
significantly the business’ current operation, on the one hand,
or its long-termoperation, on the other hand, the expenditure is
a capital expenditure to the extent that it produces a
significant |long-termbenefit and deductible to the remaining

extent. See Wodward v. Conm ssioner, 397 U S. at 577-579;

Conmi ssioner v. ldaho Power Co., supra;, Geat N Ry. v.




- 62 -
Commi ssioner, 40 F.2d 372 (8th Cr. 1930), affg. on other grounds

8 B.T.A 225 (1927); Southern Natural Gas Co. v. United States,

188 Ct. C. 302, 412 F.2d 1222, 1264-69 (1969).28

Having rejected petitioners’ first argunment as to the
sal aries and benefits, we now turn to petitioners’ second
argunent that the salaries and benefits are outside the reach of
section 263 because, they contend, those itens are not descri bed
in that section. Petitioners nmake three assertions in support of
this argument. First, they assert that section 263(a) applies
only when an expenditure creates or adds value to a separate and
di stinct capital asset? and that ACC s paynment of the salaries
and benefits neither created nor added value to a capital asset.
According to petitioners, an expenditure is subject to section

263(a) only if it (1) is incurred to increase the val ue of

28 | n Comm ssioner v. ldaho Power Co., 418 U. S. 1 (1974),
the Suprenme Court held that the taxpayer nust capitalize the
portion of depreciation on transportation equi pnment allocable to
part-tinme use in constructing inprovenents and ot her capital
facilities for the taxpayer. In Geat N. Ry. v. Conm ssioner, 40
F.2d 372 (8th Gr. 1930), affg. on other grounds 8 B.T. A 225
(1927), the Court of Appeals for the Eighth Grcuit held that a
railway had to capitalize the cost of operating its regular
trains to the extent it was attributable to the transportation of
the railway’s workmen and nmaterials to construction sites. In
Southern Natural Gas Co. v. United States, 188 Ct. d. 302, 412
F.2d 1222, 1264-69 (1969), the Court of Cains held that
depreci ati on on autonotive equi pnent used primarily for operating
and mai ntaining a pipeline system but occasionally used in
construction operations, had to be capitalized to the extent it
was attributable to the construction.

2 The am ci for FNVA al so advance this argunent.
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property and (2) concerns the permanent inprovenment or betternent
of that property. Petitioners also contend that the install nent
contracts are ordinary (and not capital) assets in the hands of
ACC. Second, they assert that the salaries and benefits are
expansi on costs as to an existing business which, they contend,

are deductible under a |ine of cases including PNC Bancorp, Inc.,

v. Comm ssioner, 212 F.3d 822 (3d Cr. 2000); Briarcliff Candy

Corp. v. Commi ssioner, 475 F.2d at 781; Bankers Dairy Credit

Corp. v. Conmm ssioner, 26 B.T.A 886 (1932); and the credit card

cases. Petitioners also point to the follow ng excerpt fromthe
| egi sl ative history under section 195:
In the case of an existing business, eligible startup
expenditures do not include deductible ordinary and
necessary busi ness expenses paid or incurred in
connection with an expansion of the business. As under
present |aw, these expenses wll continue to be
currently deductible. [H Rept. 96-1278, at 11 (1980),
1980-2 C. B. 709, 712.]
Third, they assert that the salaries and benefits did not
generate a future benefit to ACC. They contend that the salaries
and benefits are not directly related to the acquisition of any
specific installment contract. They contend that the salaries
and benefits were predecisional expenses which generated
predom nately short-termbenefit. They contend that the sal aries
and benefits did not thenselves generate future incone but only
al l oned ACC to decide whether it would acquire an install nent

contract.
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W reject petitioners’ second argunent. As to their first
assertion, we disagree with themthat acquisition costs are
capitalizabl e under section 263(a) only if they create or add

value to a capital asset.® In Dustin v. Conm ssioner, 467 F.2d

47, 49-50 (9th Gr. 1972), affg. 53 T.C 491 (1969), the taxpayer
was a sharehol der of an S corporation (Capitol) that agreed to
acquire the stock of a conpany that owned and operated radio
station KGWS. [In 1961, Capitol incurred $12,460 of |egal,

engi neering, and accounting fees in connection with the transfer
to Capitol of control of station KGWS radio-broadcasting
license. The taxpayer deducted his proportionate share of these
expenses, and the Comm ssioner disallowed the deduction asserting
that the expenses were capital expenditures. The taxpayer argued
in this Court that he could deduct $10,960 of the expenses
because they were attributable to a hearing held by the Federal
Communi cati ons Comm ssion on this matter and which did not add
any value to the acquired stock. W disagreed with the taxpayer
that any of these anounts were currently deductible. On appeal,

so did the Court of Appeals for the NNnth Grcuit. According to

30 As mentioned above, we understand the term “capital
asset” to be used in its accounting sense and not in accordance
with its neaning under sec. 1221. W add to our prior discussion
that the termas applied to capitalization issues does not arise
fromthe Code but is a byproduct of judicial interpretation. On
t he basis of our understanding of the neaning of the term we
reject petitioners’ contention that costs related to an
“ordi nary” asset under sec. 1221 can never be a capital
expendi t ure.
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that court: “The expenditures connected wth the acquisition of
t he broadcast |icense were no less capital in character because
they did not thensel ves contribute additional and specific
financial value to the |icense being sought. The inportant fact
is that the expenditures were nmade for the purpose of acquiring a

capital asset.” Dustin v. Conm ssioner, 467 F.2d at 50; accord

King Anusenent Co. v. Conm ssioner, 44 F.2d 709 (6th Cr. 1930)

(fees paid to guarantors of rent under | ease were capital
expenditures notw thstanding the fact that the fees added no
value to the lease or to the property | eased thereunder), affg.
15 B.T. A 566 (1929).

In making this assertion, petitioners focus solely on the
|atter part of the text in section 263(a)(1l); to wit, the phrase
“made to increase the value of any property”. W do not do
i kew se. A proper reading of that section in full reveal s that
the phrase relates to “permanent inprovenents or betternents” and

not to “new buildings”.3 Cf. Dustin v. Conmi ssioner, 53 T.C. at

505. Here, we are dealing with salaries and benefits paid to
acquire capital assets (i.e., the installnment contracts) and not
Wi th expenditures nmade to inprove or better property already

owned. We also bear in mnd that the test for capitalization

31 Under the Treasury Departnment’s | ongstanding
interpretation of sec. 263(a) as set forth in sec. 1.263(a)-2(a),
| ncone Tax Regs., the cost of acquiring a long-termasset is an
exanpl e of a capital expenditure.
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does not hinge on the anount of value added to property but | ooks

at the nature of the expense itself. See Dom nion Resources Inc.

V. United States, 219 F.3d 359, 371 (4th GCr. 2000). Wen the

nature of an expenditure bears a direct relation to the
acquisition of a capital asset, such as is the case here, the
expendi ture nust be capitalized.

The am cus for FNVA expands on petitioners’ first assertion
by reference to section 1.263(a)-1(b), Incone Tax Regs. That
section provides: “In general, the anmobunts referred to in
paragraph (a) of this section include anmounts paid or incurred
(1) to add to the value, or substantially prolong the useful
life, of property owned by the taxpayer * * * or (2) to adapt
property to a new or different use.” The am cus al so references
the foll owi ng passage fromthis Court’s Menmorandum Opi nion in

Mayer v. Comm ssioner, T.C. Menpo. 1994-209: “It appears fromthe

record that these transaction fees consisted in |arge part of
general overhead rather than costs specifically allocable to
i ndi vi dual purchases and sal es. These expenses are not
capitalizabl e under section 263.732 The am cus for FNVA
concludes that the salaries and benefits are indirect costs

outside the real mof section 263(a).

32 This passage is |ikew se referenced by the ami cus for
FHLMC.
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We disagree with the additional argunents set forth by the
amcus for FNVMA as to petitioners’ first assertion. The rule of
section 1.263(a)-1(b), Inconme Tax Regs., upon which the am cus
relies is nerely a general rule that is not intended to contain
the sol e paraneters of capitalization under section 263(a). Nor

do the amci rely correctly on our Menorandum Qpi nion in Mayer v.

Commi ssi oner, supra. There, the taxpayer was an individual who
argued that he could capitalize his investnment-rel ated expenses.
We held he could not because he failed to neet his burden of
pr oof .

Nor are we persuaded by petitioners’ second assertion that a
body of law treats the salaries and benefits as deducti bl e
expansi on costs. As to the body of cases relied upon by
petitioners, we have di scussed at |ength our disagreenent with
their reading of these cases and adhere to our belief that none
of the cases supports the result that they desire. Nor does the
record at hand persuade us that any of the salaries and benefits
were incurred in expansion of ACC s business.®* Even if they
coul d be construed to be expansion costs, which as just nentioned
we do not find that they are, petitioners would still not

prevail. Sinply because a cost may qualify as an expansi on cost

3% |n fact, petitioners’ assertion that the costs were
related to an expansion of ACC s business is inconsistent with
their primary argunent that the expenditures were incurred
routinely in ACC s everyday busi ness.



- 68 -

does not meke it a deductible expense. See, e.g., EMR Corp. &

Subs. v. Comm ssioner, 110 T.C 402, 429 (1998) (section 195 does

not require “that every expenditure incurred in any business
expansion is to be currently deductible”.® Such is especially
true here where the salaries and benefits were incurred in
connection wth the acquisition of a capital asset.

We al so are unpersuaded by petitioners’ third assertion that
the salaries and benefits did not generate a significant future
benefit to ACC. These costs contributed directly to ACC s
receipt in later years of interest and excess principal incone.
This inconme significantly benefitted ACCin that it was the bread
and butter of its operation. Because ACC s paynent to its
enpl oyees of the disputed salaries and benefits provided ACC with
such a significant |long-term benefit, they are capital

expenditures. See INDOPCO Inc. v. Conm ssioner, 503 U S. 79

(1992); see al so Conm ssioner v. lIdaho Power Co., 418 U. S. 1

(1974); Whodward v. Conm ssioner, 397 U S. 572 (1970); United

States v. Hlton Hotels Corp., 397 U.S. 580 (1970); cf. Col onial

Am Life Ins. Co. v. Conm ssioner, 491 U S. 244, 251 n.5 (1989)

(“the inportant point is * * * whether the taxpayer is investing
in an asset or economc interest wwth an incone-producing life

t hat extends substantially beyond the taxable year”).

3 Nor is a cost deductible nmerely because it preceded the
final decision as to the acquisition of a specific asset.
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The am cus for FNVA concludes as to the salaries and
benefits that capitalizing these costs will adm nistratively
burden ACC. W disagree. It was ACC that identified these costs
for its auditors in order to capitalize the costs for financial
accounting purposes. Contrary to the am cus’ assertion, under
the facts of this case, it is not “inpossible” to identify the
portion of the salaries and benefits which are attributable to
each installnent contract.®

We now turn to the PPMrel ated expendi tures. Respondent
determ ned and argues that ACC nmust capitalize these
expenditures. Respondent points to the fact that the repaynent
of the Notes extended beyond the year of their issuance.
Petitioners maintain that the PPM expenditures are currently
deductible. Petitioners repeat many of the sanme argunents which
we have rejected as to the salaries and benefits, stressing their
assertion that ACC issued the Notes in order to obtain funds to
acquire installnment contracts in the ordinary course of its
busi ness. Petitioners also add, with citations to Bonded

Mortgage Co. v. Comm ssioner, 70 F.2d 341 (4th Gr. 1934), revg.

and remanding 27 B. T. A. 965 (1933), and Franklin Title & Trust

Co. v. Conm ssioner, 32 B.T.A 266 (1935), that financing

%% The am cus al so raises an issue as to whether ACC s
incone was reflected clearly, within the neaning of sec. 446(b),
by its deduction of the salaries and benefits. This issue was
not raised by the parties and is not before the Court. W
decline the amcus’ invitation to address it.
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conpani es such as ACC may currently expense conm ssi ons connected
to the issuance of |ong-term debt.

We agree with respondent that the PPM expenditures are
capital expenditures.* As to each of petitioners’ argunents
whi ch we rejected above, we also reject themhere as applied to
t he PPM expenditures for the reasons stated above. As to
petitioners’ additional argunent, we reject that argunent as
well. The fact that ACC incurred the PPM expenditures in
borrowi ng funds neans that the expenditures are capital
expendi tures and nust be anortized over the life of the debt.

See, e.g., Austin Co. v. Comm ssioner, 71 T.C 955, 964-965

(1979); Enoch v. Comm ssioner, 57 T.C 781, 794 (1972); Longvi ew

Hlton Hotel Co. v. Comm ssioner, 9 T.C 180, 182-183 (1947);

Lovejoy v. Comm ssioner, 18 B.T. A 1179, 1181-1183 (1930); see

also S. & L. Bldg. Corp. v. Conmmi ssioner, 19 B.T.A 788, 795-796

(1930), revd. on other grounds 60 F.2d 719 (2d G r. 1932), revd.
sub nom Burnet v. S. & L. Bldg. Corp., 288 U S. 406 (1933);

conpare Anover Realty Corp. v. Conmm ssioner, 33 T.C. 671, 675

(1960), wherein we stated:

It is not the purpose for which the |oan is nmade
that is inportant. It is the purpose of the
expenditure for |oan discounts and expenses. That

% |In contrast with respondent, however, we allow ACC to
deduct for 1994, under sec. 165(a), the portion of those
expenditures that was attributable to the offering that was
abandoned in that year. See Ellis Banking Corp. v. Conm Ssioner,
688 F.2d at 1382.
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purpose is to obtain financing or the use of noney over
a fixed period extending beyond the year of borrow ng.
When we anal yze the reason behind the rule of
anortizing such debt expenses, the distinction between
this case and S. & L. Building Corporation and Longvi ew
H lton Hotel Co. vanishes. Here, as in the cited
cases, the nortgage di scounts and expenses represent
the cost of noney borrowed for a period extending
beyond the year of borrowing. It nmatters not that the
proceeds of the | oans be used to build an i ncone--
produci ng warehouse as in Julia Stow Lovejoy, or "to
purchase additional properties” as in S. & L. Building
Corporation or to buy the nortgaged prem ses, as in the
instant case. In all such cases the expenditure
represents an expenditure for the cost of the use of
nmoney and not a capital expenditure for the cost of any
asset obtained by the use of the proceeds of the noney
bor r owed.

As to the two cases upon which petitioners rely to support their
addi tional argunent, those cases are factually distinguishable
fromthe case at hand and require no further discussion.

We have consi dered each of the argunents nmade by the parties
and by the amici. W have rejected all argunents not discussed
herein as neritless.

Deci sions will be entered

under Rul e 155.

Revi ewed by the Court.

VWELLS, CHABOT, COHEN, GERBER, COLVI N, VASQUEZ, and THORNTON
JJ., agree with this majority opinion.

CHIECHI, J., did not participate in the consideration of
t hi s opi ni on.
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SWFT, J., concurring: Although | would go further than the
majority and allow all of the salaries and overhead included in
the so-called install nent contract expenditures to be currently
deductible, I do not dissent because | largely agree with the
result reached by the majority and with the novenent reflected
therein away fromthe approach that woul d capitalize otherw se
routi ne busi ness expenses.

In PNC Bancorp, Inc. v. Conmm ssioner, 110 T.C. 349, 370

(1998), revd. 212 F.3d 822 (3d Cir. 2000), a case involving the
treatnment of salary expenses very simlar to those involved
herein (nanely, salary expenses of credit institutions whose

of ficers and enpl oyees, anong ot her things, investigate the
credi twort hi ness of potential borrowers), we concluded that a
portion of the salary expenses should be “assimlated” into the
capital costs of the |oans that were approved.

The Court of Appeals for the Third Grcuit disagreed and
held that the salaries and ot her expenses reflected “recurring,
routi ne day-to-day business” activities that did not produce
significant future benefits and therefore that the expenses were

currently deductible. PNC Bancorp, Inc. v. Conm ssioner, 212

F.3d at 834. The Court of Appeals resolved not to expand the
type of expenses that nmust be capitalized “so as to drastically
limt what m ght be considered as 'ordinary and necessary'

expenses.” 1d. at 830.
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| believe the facts noted bel ow reflect the noncapital,
ordi nary and necessary nature of all of the salary and overhead
expenses that are in issue herein and should control resolution
of this fact issue.
(1) The salaries ACC paid were routine, reasonable and
recurring, and the anounts thereof, including increases and

bonuses thereto, were tied to overall net conmpany profits, not to

the acquisition of specific installnment |oans. As the Suprene

Court expl ai ned:

O course, reasonable wages [sal aries] paid
in the carrying on of a trade or business
qualify as a deduction fromgross incone.

* * * [ Comm ssioner v. |ldaho Power Co., 418
US 1, 13 (1974); enphasis added.]

(2) Generally, and for the nost part, the specific benefits

initially received by ACC fromthe services of its enployees
i nvestigating proposed installnment |oans (nanmely, the receipt of

i nformati on needed to review the credi tworthiness of potenti al

debtors on the installnment | oans) were exhausted or |ost by ACC

al nost simul taneously with the recei pt of the benefits (i.e., for

vari ous reasons the large majority of the proposed install nent
| oans that were investigated and consi dered by ACC were abandoned

within a day (majority op. p. 9)). In ny opinion, this fact
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reflects strongly on the ordinary, noncapital nature of all of
ACC s rel ated salary and overhead expenses and rebuts the
appropri ateness of sonme conplicated and rather arbitrary
adj ust nent under which a portion of the expenses woul d be
capitali zed.

As stated by the Court of Appeals for the Sixth Crcuit in
Godfrey v. Conmi ssioner, 335 F.2d 82, 85 (6th Gr. 1964), the

appel | ate venue for these cases:

The test of an ordinary business expense is

whether it is of a recurring nature and its

benefit is generally exhausted within a year.

* * * [ Enphasi s added. ]
Generally, the benefits ACC recei ved were exhausted within a few
hours after a majority of the prospective installnent |oans were
i nvestigated and consi der ed.

Under section 1.263(a)-2(a), Incone Tax Regs., expenses are

to be capitalized where they produce benefits to a taxpayer with
a life substantially beyond a year. Conputing the average life

of all of the installnent |oans investigated and consi dered by

ACC s enpl oyees (including the |oan applications rejected or

w thdrawn as well as those approved) produces an average life for
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all of the installnent |oans investigated and considered of 6.6
nonths for 1993 and 7.4 nonths for 1994.! Because a mpjority of
the install nent | oans investigated and consi dered by ACC were
never purchased and because the average |life of all of the
install ment |oans (factoring in all installnment |oans
i nvestigated and consi dered) was not beyond one year, | believe
it would be erroneous to conclude generally that the allegedly
rel ated sal ari es and overhead provi ded benefits to ACCwth a
life “substantially beyond” one year.

(3) The salaries and overhead were not paid by ACC in
connection wth any specific installnment |oans. Note the Suprene

Court’s words, also from Conmi ssioner v. |ldaho Power Co., 418

U S at 13, linking expenditures to be capitalized to specific

capital assets:

But when wages [sal aries] are paid in connection with
the construction or acquisition of a capital asset,
they must be capitalized and are then entitled to be

1 My conputation of the average |life of ACC s install nent
| oans investigated and considered (including in the “Total” | oans
those installnment |oans rejected or withdrawn) is shown bel ow

Nunber of Install nent Loans

Rej ected or Average Duration Aver age Duration
Year W t hdr awn Accept ed Tot al of Accepted Loans of Al Loans*
1993 1,131 693 1, 824 17.5 nont hs 6.6 nonths
1994 1, 338 820 2,158 19.5 nont hs 7.4 nonths

* For 1993 [(1,131 x 0) + (693 x 17.5)] + 1,824 = 6.6.
For 1994 [(1,338 x 0) + (820 x 19.5)] + 2,158
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anortized over the |ife of the capital asset so
acquired. * * * [Enphasis added.]

The point is not whether there is only one capital asset or many
capital assets to which expenses may be attached and capitalized.
Rat her, the point is that to require capitalization of what are
ot herwi se routine and recurring ordinary and necessary expenses,
the expenses nmust be directly |linked and associated with very
specific and identifiable capital assets.

(4) Services relating to ACC s credit investigations that
were performed by ACC enpl oyees sinply constituted investigatory
activities and as such the rel ated sal ari es and overhead expenses

shoul d be currently deductible. See Wells Fargo & Co. & Subs. v.

Conmm ssi oner, 224 F.3d 874, 887-888 (8th G r. 2000), affg. in

part and revg. in part Norwest Corp. & Subs. v. Comm ssioner, 112

T.C. 89 (1999).
(5) Quite contrary to a possible reading of the majority
opi nion (see Ruwe, J., concurring op. p.79), ACCs primary and
underlying business activity is not the *“purchase” of install nent
| oans. Rather, it is the “holding” of those |oans and the
associ ated provision of funds to debtors and the credit
internmediation relating thereto (and all that is enconpassed
within credit intermedi ation) that ACC provides that constitute
ACC s primary, dom nant, and underlying business activity.
Presumabl y, the amobunt of ACC s inconme and profit in any one

year relates primarily to its annual cost of funds and to the
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| osses associated with delinquent |oan repaynents, on the one
hand, as conpared to the interest inconme ACC receives each year
on the installnent |oans, on the other hand. For Federal incone
tax matchi ng purposes, those expenses and incone woul d appear to
be matched fully and conpletely on ACC s annual Federal incone
tax returns, as filed. To now require capitalization, as
respondent would, of a portion of ACC s regular and routine
sal ary and overhead expenses, on the ground that they sonehow
relate directly to the acquisition of specific installnment |oans
woul d, in nmy opinion, reflect a m sunderstandi ng of the true
nature (1) of ACC s underlying business activity, (2) of ACC s
costs and expenses, and (3) of ACC s incone and profit.

As the majority opinion states (mgjority op. p. 4), ACC was
formed “to provide alternate financing”. ACC s credit
investigations and its credit risk decisions relating thereto
represent just one of the steps (and certainly not the dom nant
step) in ACC s business of credit internediation (i.e., of

provi ding “financing”).?

2 | acknow edge that the majority opinion (mgjority op. p.
4) is less than clear in its statenment of the business purpose of
ACC. Nevertheless, the majority does acknow edge the inportant
role of ACC in providing “financing”, which in ny opinion and
experience involves much nore than just investigating |oan
applicants and approving or rejecting the applications.
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Al though the majority would all ow nost of ACC s sal ary
expenses in issue to be currently deductible, | would go further
and hold all of such salaries to be currently deducti bl e.

| al so am puzzled by the majority's different treatnent of
sal ari es and overhead expenses. | believe that on the particul ar
facts of this case both salaries and overhead expenses shoul d
recei ve consistent treatnment and, as indicated, be fully
deduct i bl e.

The concl udi ng coments made by the Court of Appeals for the

Third Circuit in PNC Bancorp, Inc. v. Conm ssioner, 212 F.3d at

835, reflect much of ny thinking on the issue before us. | quote

a portion thereof:

we find the case before us today to be nuch farther
fromthe heartland of the traditional capital
expenditure (a “pernmanent inprovenent or betternment”)
than are the scenarios at issue in | NDOPCO and Lincoln
Savings. W w il not nmechanistically apply phrases
fromthose precedents in ignorance of the realities of
the facts before us. W see no principled distinction
bet ween the costs at issue here and other costs
incurred as “ordinary expenses” by banks. [1d.]
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RUWE, J., concurring in part and dissenting in part: |
agree with the majority’s legal analysis and its application of
that analysis to ACC s expenditures for salaries and benefits
(hereinafter “salaries”) that were incurred in connection with
the acquisition of installnent contracts. The majority correctly
hol ds that the percentage of salaries related to credit analysis
activities nmust be capitalized. However, the majority then holds
t hat “overhead” expenditures need not be capitalized. | disagree
with the magjority’s conclusion that the “overhead” expenses were
not directly related to the acquisition of installnment contracts
because, in nmy opinion, that conclusion is inconsistent with the
majority’s specific findings of fact.

The foll ow ng breakdown of specific expenditures appears on
page 11 of the majority’ s findings of fact:

Br eakdown of Specific Expenditures

1993
Sal ary Percent age of Total Expenses Ampunt
And Benefits Related to ACC's Credit I'n

Enpl oyee Wages FI CA MESC/ FUTA BC/ BS Total Expense Anal ysis Activities | ssue
St eve Bal an $69, 359 $4, 504 $313 $4, 062 $78, 238 50 $39, 119
Janes Bl asi us 89,769 4,713 313 4,062 98, 857 75 74,143
Cass Budzynowski 43,500 3,213 313 1, 790 48, 816 100 48, 816
Hope McGee 16,248 1,216 313 3,692 21, 469 100 21, 469
Kel l'y 16,100 1,193 313 1, 790 19, 396 100 19, 396
St acey 10, 280 767 313 2,086 13, 446 75 10, 085
245,256 15,606 1,878 17,482 280, 222 213, 028

Overhead ltens
Printing 9, 412 75 7, 059
Tel ephone 12, 454 75 9, 341
Conput er 19, 598 95 18,618
Rent 34,413 50 17, 207
Uilities 5,162 50 2,581
81, 039 54, 806




1994
Sal arvy,

Wages, and Percent age of Total Expenses Ampunt

Esti nat ed Benefits Related to ACC's Credit I'n
Enpl oyee Bonus FI CA MESC/ FUTA BC/ BS Total Expense Anal ysis Activities | ssue
Steve Bal an $95, 820 $4,886  $218 $4,932  $105, 856 40 $42, 342
Janes Bl asi us 139,216 5,776 218 4,932 150, 142 50 75,071
Cass Budzynowski 52,846 3,813 218 2,177 59, 054 100 59, 054
Hope McGee 11,508 842 218 4,932 17,500 100 17,500
Kel l'y 22,200 1,584 218 2,177 26,179 100 26,179
Sue 24,500 1,760 218 4,932 31, 410 100 31, 410
Kat hy 16,921 1,256 218 4,932 23, 327 75 17, 495
St acey 1,218 93 32 411 1,754 75 1, 316
Kirsten 2,438 167 57 181 2,843 100 2,843
366,667 20,177 1,615 29, 606 418, 065 273,210

Overhead ltens
Printing 8, 663 75 6, 497
Tel ephone 15, 133 60 9, 080
Conput er 25,919 95 24,623
Rent 37, 875 60 22,725
Uilities 5,126 60 3,076
92,716 66, 001
510, 782 339,211
These expenditures were all incurred in ACC s business. The

majority finds that ACC s only business operation was the

acqui sition of installnment contracts and the servicing of those

contracts.? Wth respect to the salaries and “overhead” expenses

found to be related to ACC's credit analysis activities ($267, 832

for 1993 and $339,211 for 1994),2 the majority nakes the

following finding of fact:

In 1993 and 1994, ACC paid installnment contracts
expenditures totaling $267,832 and $339, 211
respectively, * * * which were attributable to ACC s
obtaining of credit reports and screening of credit
histories, related primarily to the portion of ACC s
payrol |l and overhead expenses that was attributable to
its credit analysis activities.® None of these

The majority finds: “lts sole business operation is (1) the
acquisition of installnment contracts from autonobile dealers * *
* and (2) the servicing of those contracts.” Majority op. pp. 4-
5.

2The parties agree with the allocations in the above table.
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expenditures included any postacquisition or servicing
expenses. * * *

W& use the term*“credit analysis activities” to
refer to ACC s credit review services and its funding
services (i.e., ACC s issuance of the checks to dealers
in consideration for the installnment contracts).

[ Majority op. p. 10; enphasis added.]

Fromthe majority’s findings of fact I conclude: (1) ACC s
busi ness operation consisted of the acquisition of installnent
contracts and the postacquisition servicing of those contracts;
and (2) of the total expenses for salaries and overhead for 1993
and 1994, $267,832 for 1993 and $339, 211 for 1994 were related to

credit analysis activities and were not related to any other

busi ness operations of ACC.® To ne, the logical conclusion is

that both sal aries and overhead expenses, totaling $267,832 for
1993 and $339, 211 for 1994, were exclusively for ACC s
acquisition of installnment contracts and thus were “directly”
related to the acquisition of installnment contracts.

The percentage of ACC s sal aries and “overhead” expenses
that related exclusively to ACC s credit analysis activities
i ndi cates that nost of ACC s business activity concerned the
acquisition of installnment contracts. For exanple, 76 percent of
sal aries and 68 percent of “overhead” expenses for 1993 were

related to ACC s credit analysis activities. For 1994, the

3The majority finds that “None of these expenditures
i ncl uded any postacquisition or servicing expenses.” Majority
op. p. 10. ACC s only business operation was the acquiring of
install ment contracts and the postacquisition servicing of those
install ment contracts.
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percent ages were 65 percent and 71 percent, respectively. The
majority finds that “Each of the enpl oyees spent a significant
portion of his or her time working on credit analysis activities
* * * and, but for ACC s anticipated acquisition of install nent
contracts, ACC would not have incurred the salaries and benefits
attributable to those activities.” Mjority op. pp. 27-28.
Absent evidence to the contrary, it would seemto follow
logically that if ACC s business operation had not included
credit analysis activities, ACC would never have incurred the
over head expenses attributable to those activities.

The majority correctly states that the “overhead” expenses
woul d be capital in nature if they “originated” in ACC s process
of acquiring installnment contracts. Mjority op. p. 29.

However, the majority reasons that the “overhead” expenses were
not directly related to the acquisition of installnment contracts
because:

None of these routine and recurring expenses originated

in the process of ACC s acquisition of installnent

contracts, nor, in fact, in any anticipated acquisition

at all. ACC would have continued to incur nost of

t hese expenses in the ordinary course of its business

had its business only been to service the install nent

contracts. * * * [1d.]

There is nothing in the magjority’s specific findings of fact to

support the conclusion that overhead expenses related to credit

anal ysis activities did not “originate” in the process of ACC s
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acquisition of installnment contracts.* Indeed, it would be

| ogical to conclude that the type and anount of these “overhead”
expenses did “originate” in ACC s acquisition of install nment
contracts. After all, this activity was ACC s dom nant activity.
| f ACC had never engaged in acquiring installment contracts, nost
of its expenditures for both salaries and overhead expenses woul d
have been unnecessary in the first place.

The majority reasons that rent and utilities were “generally
fi xed charges which had no neaningful relation to the nunber of
credit applications analyzed (or the nunber of install nent
contracts acquired) by ACC.” Mjority op. p. 29. Again, with
t he possi bl e exception of rent,® there are no specific findings
of fact to support this rationale. Logic would indicate that if
ACC no |l onger engaged in credit analysis activities, then its
need for office space would decrease, and it would take steps to
reduce its rental and utility costs. The same |ogic would apply
even nore so to printing, tel ephone, and conputer costs. There

is nothing in the myjority’'s findings to indicate that these were

41t should be noted in this regard that petitioners bear
“the burden of clearly showing the right to the clained
deduction”. |INDOPCO, Inc. v. Comm ssioner, 503 U S. 79, 84
(1992).

The majority finds that ACC had a 5-year |ease that began
in October 1992. There is no discussion of the specific terns of
the | ease other than the amount of nonthly rent.



- 84 -

fixed costs.® Approximately 75 percent’ of the printing and
t el ephone costs were attributable exclusively to ACCs credit
anal ysis activities. N nety-five percent of the expenses for
conputers were related exclusively to ACC s credit analysis
activities during the years in issue. One can only wonder how
the majority woul d have treated conputer expenses if 100 percent
of such expenses were allocable to ACCs credit analysis
activities.

The majority provides no | egal basis for distinguishing
bet ween expenditures for salaries and expenditures for “overhead”
expenses. Indeed, the majority correctly states that overhead
expenses “are capital in nature to the extent that they
originated in ACC s acquisition process, or, in other words, were
directly related to ACC s antici pated acquisition of install nent
contracts.” Majority op. p. 29. Therefore, ny disagreenent with
the majority is based on what | view as the |ogical disconnect
between the majority’s specific findings of fact and the

majority’s rationale for concluding that the “overhead” expenses

The nmajority notes a variation in printing, telephone, and
conputer costs fromone year to another but does not identify the
cause. See nmpjority op. pp. 29-30.

'For 1993, 75 percent of printing and tel ephone costs were
attributable to ACC's credit analysis activities. For 1994, 75
percent of printing costs and 60 percent of tel ephone costs were
attributable to ACC s credit analysis activities.
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were not directly related to ACC s credit analysis activities.
It is for that reason alone that | dissent.

WHALEN, HALPERN, BEGHE, FOLEY, GALE, and MARVEL, JJ., agree
with this concurring in part and dissenting in part opinion.
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HALPERN, J., concurring in part and dissenting in part:
| concur in nost of the majority’s report, but, |ike Judge Ruwe,
whom | join, | dissent fromthe majority’ s treatnent of the
overhead itenms-—printing, tel ephone, conputer, rent, and
utilities (overhead).

| . | nt roducti on

Petitioners’ S corporation, Autonotive Credit Corporation
(ACC), cannot deduct its expenditures for the install nment
contracts here in question because such expenditures are capital
in nature. They are capital in nature because each such
expendi ture purchases for ACC the right to receive nonthly
paynments for a termranging from1l2 to 36 nonths. Wth respect
to the overhead, the question is whether ACC may deduct its
overhead costs related (but, in the mgjority’'s view, only
indirectly related) to such capital expenditures. Principally
for the reasons set forth by Judge Ruwe, | do not believe that
they may. | wite separately, however, to nmake the foll ow ng
points: (1) The majority distinguishes between directly rel ated
and indirectly related costs without telling us how to draw t hat
distinction. In short, the majority uses the quality of
rel at edness not in support of any analysis but only to express a
conclusion (i.e., the overhead was not directly related to ACC s
capital expenditures). (2) The mgjority’s analysis also risks
confusion with existing |law (and accounting principles) that

di stinguish “direct” costs from*“indirect” costs. Moreover
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under that |aw (and those principles), indirect costs (including
overhead) are often required to be capitalized. (3) To the
extent the majority distinguishes directly related from
indirectly related costs, it seens to be saying that fixed costs
are period costs because they are only indirectly related to any
capital expenditure. That is also not an accurate statenent of
current |law (and accounting principles) that often require
absorption or full costing nmethods of accounting for fixed costs.
(4) The majority has ignored the proper node of analysis, which
is to determ ne whether ACC s accounting for overhead clearly
reflects its incone.

1. Agreenent of the Parties

The parties agree that the anounts identified by the
majority as ACC s installnment contract expenditures were
“related” to ACC s credit analysis activities. Apparently, they
agree that overhead was related to ACCs credit analysis
activities because itens such as the tel ephone and conputers
facilitated ACC s obtaining of credit reports and screeni ng of
credit histories. In turn, the credit reports and case histories
assisted ACC s enployees in determ ning that any particul ar
install ment contract presented a sufficiently | ow expectation of
nonperformance to justify its purchase. ACC treated the
install ment contract expenditures (including overhead)

di sparately for financial accounting and Federal incone tax
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pur pose, matching such expenditures to the expected |life of the
related installment contracts for financial accounting purposes
but deducting themfor Federal income tax purposes, at |east for
1993.

[, Majority’s Approach

According to the majority: Overhead expenses nust be
capitalized only if they are directly related to the acquisition
of a capital asset, and such expenses are directly related to the
acquisition of a capital asset only to the extent that they
i ncrease on account of such acquisition. For the reasons
di scussed below, | do not believe that the magjority’'s limtation
of overhead costs subject to capitalization to (what | wll refer
to as) increnental overhead costs is an accurate application of
the law, nor do | believe that it provides an inprovenent to the
law relating to the treatnent of overhead costs.

V. Overhead

Overhead is, by definition, an indirect cost. See, e.g.,
Kohler’s Dictionary for Accountants 366 (Cooper & ljiri, eds.,
6th ed. 1983):

overhead 1. Any cost of doing business other than a

direct cost of an output of product or service.

2. A generic nanme for manufacturing costs of materials

and services not readily identifiable with the products

or services that constitute the main outputs of an
operation. * * *

A cost is an indirect cost, and, thus, overhead, if, at the tine

the cost is incurred, it is not identifiable with an individual
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departnent, product, activity, or other object to be costed
(wi thout distinction, costing unit). Because overhead costs are
not identifiable with a costing unit, sone process i S necessary
to all ocate overhead anong costing units:

Di stinctions between overhead costs and direct
costs rest upon the methods of measuring unit costs.
Direct costs can be identified with units to be costed
(i1.e., with departnents, activities, orders, products)
at the tinme the cost is incurred. This is acconplished
by nmeasuring quantities of materials and hours of |abor
used for each costing unit. * * *

Overhead costs cannot, as a practical matter, be
traced directly to individual costing units, either
because the process of making direct neasurenents is
j udged wasteful or because there is no acceptable
met hod of direct nmeasurenment available. As an exanple
of a too costly neasurenent, electric power used by
each departnent in a factory can be neasured, but this
is not always done because managenent does not wish to
i ncur the expense of neters and records. Exanples of
the lack of a method of distribution my be observed in
any endeavor to determ ne how nuch of the cost incurred
for plant protection, accounting, or the president’s
office applies to each unit of production.

ld. at 367. As other authorities on accounting state: “Indirect
expenses, by their very nature, can be assigned to departnents
only by a process of allocation.” Migs et al., Accounting, The
Basi s for Business Decisions 820 (4th ed. 1977).
Al t hough such process of allocation undoubtedly involves
many judgnents and uncertainties, there are certain standards:
Accounting literature is generally consistent in
stating that indirect costs should be charged agai nst
operations as incurred if they have no arguabl e cause-
and-effect relationship wth future revenues (such as

the salary of a mailroomclerk). However, nmany
allocations of indirect costs affect future periods; an
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exanple is the allocation of factory overhead to units

of inventory produced during a period and renmai ning on

hand at peri od-end.
Mnter et al., Handbook of Accounting and Auditing C2.06[4] (2001
ed.). One area of uncertainty concerns the treatnent of fixed
over head costs. |In Bel kaoui, the Handbook of Cost Accounting
Theory and Techni ques 289 (1991), the author states: “The issue
of whether inventories should be costed at variable or full cost
remai ns a subject of debate in both academ ¢ and busi ness worl ds.

The controversy centers mainly on two inventory val uation

met hods: the direct or variable costing nethod and the

absorption or full costing nmethod.” That debate is relevant to

our analysis since, as Professor Bel kaoui states: “The main

di fference between product costing nethods lies in the accounting
treatnent of fixed manufacturing overhead. Under the direct
costing nethod, the fixed manufacturing overhead is regarded as a
period cost (that is, an expired cost to be i medi ately charged
agai nst period sales). ” [d. at 291. Under the absorption
costing nethod, on the other hand, “all the manufacturing costs,
whet her variable or fixed, are treated as product costs and hence
inventoried with the products.” 1d.! Fixed overhead, thus, is

only released to offset receipts as it flows into cost of goods

! Professor Bel kaoui adds: “Consequently, under absorption
costing, the period costs are limted to both selling and
adm ni strative overhead.” Bel kaoui, Handbook of Cost Accounting

Theory and Techni ques, 291 (1991).
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sold (which may or may not be in the period such overhead is
incurred). See id. at 293.

Prof essor Bel kaoui states that the central issue affecting
i ncone determnation is whether fixed manufacturing costs are
product or period costs. 1d. at 299. He concludes: “Fromthe
t heoretical point of view, both nethods [direct costing and
absorption] appear to be internally consistent. * * * Fromthe
practical point of view as well, both nethods have nerit. Thus,
there is no absolute answer to whether a cost is a product or a
period cost.” 1d. at 305.

For financial accounting purposes, the treatnent of overhead
starts with the recognition that overhead costs are indirect and,
thus, in need of allocation, and it proceeds fromthere to
al l ocate such expenses pursuant to various standards, practices,
and judgnents, in order to serve managenent’s (and ot her’s) needs
for information (including incone determnation). See Kohler’s
Dictionary for Accountants 366-370 (Cooper & ljiri eds., 6th ed.
1983).

Overhead presents no different challenge for Federal incone
tax purposes. It is, thus, paradoxical that the majority’s
approach should be that all inquiry ends once it is determ ned
that an overhead cost is only indirectly related to the purchase

of a capital asset.
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V. (Cear Reflection of |Incone

A. | nt r oducti on

By characterizing the printing, telephone, conputer, rent,
and utilities costs here in question as overhead, petitioner and
the majority do no nore than identify that allocation is
required. I n concluding that such costs need not be capitalized,
the majority accepts w thout question ACC s allocation, which
all ocates the costs to ACC s postacquisition and servicing
activities (for which an i medi ate deduction is available). The
majority fails to apply any criteria to its acceptance of ACC s
al l ocation. Notw thstanding that such allocation may be
acceptabl e (even required) for financial accounting purposes, see
majority op. p. 12 note 9, it still involves a nethod of
accounting. For Federal income tax purposes, the term “nethod of
accounting” “includes not only the over-all nethod of accounting
of the taxpayer but also the accounting treatnent of any item?”
Sec. 1.446-1(a)(1l), Incone Tax Regs.; see al so sec 1.446-
1(e)(2)(ii)(a), Income Tax Regs. (a change in nethod of
accounting includes any change in the treatnent of any “materi al
itenf: “A material itemis any itemwhich involves the proper

time for the inclusion of the itemin incone or the taking of a

deduction.” (Enphasis added.)). A taxpayer’s nethod of
accounting nmust clearly reflect incone or the Secretary may

require the conputation of taxable income under a nethod of
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accounting that does clearly reflect incone. See sec. 446(b).
Notw t hstanding the majority’s disclainmer that it is not passing
on whet her ACC s nethod of accounting clearly reflected its
i ncone, see majority op. p. 69 note 37, that is precisely what it
i s doing.

B. Cdear Reflection and Section 263

We have previously addressed the interplay between the
clear-reflection standard and the requirenents of section 263.

In Fort Howard Paper Co. v. Comm ssioner, 49 T.C 275 (1967), the

core issue was how to treat overhead in determ ning the cost of
sel f-constructed assets. W rejected the Comm ssioner’s

princi pal argunent that section 263 draws a clear |ine between
deducti bl e expenses and capital expenditures. W stated that
consi deration necessarily had to be given to whether the
taxpayer’s treatnment of the overhead in question clearly
reflected incone:

We reject as without nmerit respondent’s contention
that section 263 of the Code is in and of itself
di spositive of the issue before us. By requiring the
capitalization of ampbunts ‘paid out for new buil dings
or for permanent inprovenents or betternments nmade to
i ncrease the value of any property,’ such section begs
the very question we are asked to answer. W are
satisfied that, under the circunstances involved
herein, sections 263 and 446 are inextricably
intertwned. A contrary view would encase the general
provi sions of section 263 with an inflexibility and
sterility neither mandated to carry out the intent of
Congress nor required for the effective discharge of
respondent’ s revenue-coll ecting responsibilities.
Accordingly, we turn to a determ nation as to whet her
petitioner’s nethod of accounting ‘clearly reflects
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i nconme’ pursuant to the provisions of section 446.

* * %

Id. at 283-284.

In Fort Howard Paper Co., we found the taxpayer’s nethod of

accounting clearly to reflect incone notw thstanding that the

t axpayer allocated no overhead to self-constructed property under
the “increnmental cost” nethod of accounting adopted by him The
Comm ssi oner argued for the “full absorption cost” nethod, which
woul d have required an allocation of overhead to self-constructed
assets. W stated:

Under all the circunstances herein, we hold that
petitioner has satisfied its heavy burden and has
convinced us that it enployed a generally accepted
met hod of accounting which ‘clearly reflects its
incone.” In so doing, we neither hold nor inply that,
under all circunstances, a taxpayer has a right to
choose between alternative generally accepted nethods
of accounting or that respondent may not, under sone
circunstances, require a taxpayer to accept his
determ nation as to a preferred sel ecti on anong such
alternatives. W hold nerely that where a taxpayer, in
a conplicated area such as is involved herein, has over
a long period of tinme consistently applied a generally
accepted accounting nethod (which is considered
‘clearly to reflect’ incone by conpetent professiona
authority and is not specifically in derogation of any
provision of the Internal Revenue Code) and where this
met hod has been frequently applied by respondent in
maki ng adjustnments to the taxable incone of the sane
t axpayer (as distinguished fromrespondent’s nere
failure to object to its use by such taxpayer), the
t axpayer’s choice of nethod will not be disturbed.

* * %

ld. at 286-287 (citations omtted). In Coors v. Conm Ssioner,

60 T.C. 368, 397 (1973), affd. 519 F.2d 1280 (10th Gr. 1975), we

di stingui shed Fort Howard Paper Co. and found the taxpayer’s
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met hod of accounting for the costs of self-constructed assets did
not clearly reflect inconme, in part because it expensed
i ncrenental overhead costs.

In Dana Corp. v. United States, 174 F.3d 1344 (Fed. Cr

1999), the taxpayer corporation paid a |aw firm an annual

retainer fee, which was paid to prevent the law firmfrom
representing parties adverse to the taxpayer in a takeover
attenpt and for standing by to represent the taxpayer both if
subject to a hostile takeover and in other matters. [d. at 1346.
The law firmreceived the retainer whether it rendered | egal
services during the retainer year or not. |d. at 1350. For sone
years it rendered no | egal services and, during others, it
rendered services in connection with deductible (non-capital)
matters. 1d. During the year in question, the law firmrendered
services in connection with the taxpayer’s acquisition of a
capital asset and credited the year’s retai ner anount agai nst the
anmount billed for those services. 1d. For that year, the

t axpayer deducted the retai ner anobunt and capitalized the
remaining fee. 1d. The Court of Appeals disallowed the

t axpayer’s deduction of the retai ner anbunt, stating: “Even

t hough the retainer fees were all owed as deducti bl e expenses for
nost of the years * * * [the taxpayer] paid them the use of the
fee in a particular year determ nes the deductibility of the

expense in that year, and not the pattern of other years of
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paying it.” [Id. at 1350-1351. Although that issue was not
deci ded on the basis of clear reflection of income, the taxpayer
was required to allocate a fixed cost incurred for nmultiple
purposes to a single, capital expenditure purpose.

C. Criticismof Mjority

My criticismof the majority is not, per se, withits
finding that there were no increnental overhead costs
attributable to capital expenditures (although |I doubt that that
is true). M criticismis with the magjority’s uncritical
acceptance of the taxpayer’s nethod of accounting for overhead.

Judge Tannenwal d’s nuanced analysis in Fort Howard Paper Co. V.

Conm ssi oner, supra, exenplifies the considerations traditionally

given to clear reflection of income cases. Consider also Judge

Dawson’s’ analysis in Coors v. Conm ssioner, supra. The Suprene

Court cases that figure so promnently in the ngjority’s

anal ysis, see nmgjority op. p. 18, are inapposite. Sinply, they
do not address the accounting question here before us: Nanely,
does it clearly reflect ACC s incone for Federal incone tax

pur poses for ACC to use a nmethod of accounting that allocates
zero overhead to a costing unit (ACC s credit analysis
activities) to which such overhead concededly relates? If ACC s
accounting nethod is rejected, and sone or all of the overhead is
allocated to ACC s credit analysis activities, then, | suppose,

such overhead would, in the magjority’s term nology, be directly
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related to those activities, and the Suprenme Court cases woul d be
no bar to capitalization. The question here is not whether the
overhead directly or indirectly relates to ACC s credit analysis
activities; the question is whether ACC has proven that its
met hod of accounting clearly reflects its income. It has not.

D. Majority’'s Reasoni ng

Once the majority’ s approach is stripped of the erroneous
notion that overhead can, without allocation, be identified to an
i ndi vidual costing unit (e.g, a capital expenditure), what
remains i s an approach that says that, for Federal incone tax
pur poses, overhead need not be allocated to a costing unit when,
if that costing unit were elimnated, the overhead would still be
incurred. |Imediately, that approach raises analytic
difficulties. What if the overhead is incurred on account of two
costing units (one a capital expenditure and one not), and the
overhead woul d be incurred in the sane anount if either (but not
both) were elimnated? Wy is the default rule that the overhead
is allocated in total to the noncapital expenditure? Looked at
froma different perspective, what if there is not a |linear
rel ati onshi p between the taxpayer’s business activities and
overhead? The relationship nay be step-wi se, so that the
t axpayer’s business activities would have to increase by sone
guantum before rent, for instance, would increase. Assune, for

exanple, that office space may only be rented in bl ocks of
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several thousand square feet. There is, thus, no increnental
cost in adding a capital activity to space not fully occupied by
a noncapital activity. Likewse, there is no decrenent in cost
(once having added the capital activity) of conpletely
subtracting the noncapital activity. Mist we conclude that the
rent still is not allocable to the capital activity? The fact
that a taxpayer would i ncur the sanme overhead costs should it

di scontinue a capital activity nmay only be evidence that it is
anenable to an economcally inefficient use of space or

equi pnent. Short of adopting the accounting concept of direct or
vari abl e costing as normative for Federal inconme tax purposes,
that does not seemto ne a sufficient reason to forecl ose any
capitalization of fixed overhead. |If the direct or variable
costing nethod is to be made normative for Federal incone tax
purposes, that is a job for the Secretary or the Congress, not
for us.

Besi des whi ch, as Judge Ruwe points out, the majority has
made no specific findings of fact to support its conclusion that
ACC s acquisition activities did not give rise to any increnental
overhead. |ndeed, petitioner has proposed the follow ng finding
of fact: “ACC s payroll and overhead costs attributable to
credit review and other tasks relating to contract acquisition
were not materially affected by whether any given install nent

contract was ultimately acquired by ACC from a deal ership.”
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That, of course, is not to say that overhead woul d not be
materially affected if none of the contract acquisition activity
wer e conti nued.

VI . Concl usion

| am not here arguing for arigid r rule, requiring allocation
of overhead in all cases where overhead is related to a capital

activity. See, e.g, Dunlap v. Conmm ssioner, 74 T.C 1377, 1426

(1980) (no capitalization required for overhead where capital
activity (acquisition of banks) was incidental to taxpayer’s
princi pal business of hol di ng and managi ng banks, revd. and

remanded on anot her issue 670 F.2d 785 (8th Gr. 1982)).2 1 am

2 The mpjority states: “[We conclude that any future
benefit that ACC realized fromthese expenses was incidental to
its paynent of themso as not to require capitalization”

Majority op. p. 30. The majority has failed, however, to explain
or quantify that finding. Wthout the overhead, the acquisition
activity would, at the |east, have been substantially reduced.

Judge Swift, in his concurring opinion, suggests that any
benefit derived by ACC from both sal ari es and over head associ at ed
with the credit analysis activities was incidental to ACC s
primary business activity: the holding of installnment |oans. He
woul d, therefore, permt a current deduction for both. Judge
Swift's position is based upon his finding that any benefits
associated with the credit analysis activities “were exhausted or
| ost by ACC alnpst sinultaneously with the receipt of the
benefits”; i.e., nost of the installnent |oans were inmediately
rejected. Swift, J., concurring op., p. 73. He also views such
activities as “investigatory activities” the costs of which are
currently deducti bl e.

| believe that all of the credit analysis activities related
to the purchased | oans. Therefore, the costs of that activity
shoul d be capitalized. The acquisition of installnment |oans was
an essential part of ACC s business, and an unavoi dabl e cost of
(continued. . .)
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however, argui ng agai nst what appears to be the rigid approach of
the majority that, if the taxpayer’s nethod of accounting for
overhead is to deduct all overhead that does not increase on
account of capital activities, such nethod of accounting clearly
reflects incone and, thus, nust be accepted by respondent.

| can do no better than to close with the majority’s own
wor ds:

In our mnds, an expenditure that produces both a

current and |l ong-term benefit is neither 100 percent

deducti bl e nor 100 percent capitalizable. |Instead,

regardl ess of whether the expenditure' s primary or

predom nant purpose is to benefit significantly the

busi ness’ current operation, on the one hand, or its

| ong-term operation, on the other hand, the expenditure

is capital in nature to the extent that it produces a

significant |ong-termbenefit and deductible to the

remai ni ng extent. * * *
Majority op. p. 61

WHALEN and BEGHE, JJ. agree with this concurring in part and
di ssenting in part opinion.

2(...continued)
such acquisitions was that associated with the need to
di stingui sh between acceptabl e and unacceptable risks; i.e., the
credit analysis activities. Put sinply, the hunt was essenti al
to the capture.
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BEGHE, J., concurring in part and dissenting in part:
Havi ng joi ned the side opinions of Judges Ruwe and Hal pern,
wite on to enpathize with the concerns that may underlie the
majority’s view on the treatnent of the overhead costs, as
anplified by Judge Swift’s concurrence.

It bears observing that the oft-quoted passage in the
opi nion of the Court of Appeals for the Seventh Crcuit in

Encycl opaedia Britannica, Inc. v. Commi ssioner, 685 F.2d 212, 217

(7th Gr. 1982), revg. T.C Meno. 1981-255, which includes the
statenent that “The adm nistrative costs of conceptual rigor are
too great,” was uttered in the course of sustaining the
Comm ssioner’s determ nation that the costs in issue in that case
had to be capitalized. However, the Court of Appeals then
suggested that the distinction between recurring and nonrecurring
costs mght provide the line of demarcation in sone cases, but
went on to observe that the distinction wouldn’t make sense when
the taxpayer’s sol e busi ness was the creation or acquisition of
capital assets. Although ACC s business includes the servicing
as well as the acquisition of capital assets, the relatively
short average tine the acquired | oans remain outstanding raises
guestions about adm nistrability, the costs of conceptual rigor,
and whet her the exercise has been worth the candl e.

These nmusings |ead ne to suggest the tinme has cone to

request respectfully that the Congress step in and enact sone
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bright-line rules that will provide gui dance to the business
comunity and the Internal Revenue Service and reduce the burdens
of conpliance and controversy on the public, the Service, and the
courts. Sections 195 and 197 cone to m nd as possible starting
poi nts or nodels.

GALE, J., agrees with this concurring in part and dissenting
in part opinion.



